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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance
of CPA certificates. This booklet contains the questions and unofficial answers of the November 1984
Uniform Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason
for their publication is to aid candidates in preparing for the examination. Candidates are also
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the examinations division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned
by the Board of Examiners for grading purposes.

William C. Bruschi, Vice President — Regulation
American Institute of Certified Public Accountants
November 1984
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.)

EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 7, 1984; 1:30 to 6:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

..........................................................................................
..........................................................................................
..........................................................................................
..........................................................................................
..........................................................................................

45
45
45
45
4 0

55
55
55
55
5 0

T otal....................................................................................

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

3.

schedules, entries, worksheets, dr other answers, to
show how your final answer was derived. Computa
tion sheets should identify the question to which
they relate, be placed immediately following the
answer to that question, and be numbered in
sequence with the other pages. Failure to enclose
supporting calculations may result in loss of grading
points because it may be impossible to determine
how your amounts were computed.

Support all problem-type answers with properly
labeled and legible calculations that can be
identified as sources of amounts in formal

1

4.

For Question Number 5 be sure to include the
completed tear-out worksheet in the proper
sequence with other answer sheets.

5.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language will
be considered by the examiners.

Examination Questions

2. On January 3, 1983, Mill, Inc., acquired 20% of
the outstanding common stock of Nash Company for
$700,000. This investment gave Mill the ability to exer
cise significant influence over Nash. The book value of
the acquired shares was $600,000. The excess of cost over
book value was attributed to an identifiable intangible
asset which was undervalued on Nash’s balance sheet and
which had a remaining useful life of ten years. For the
year ended December 31, 1983, Nash reported net income
of $180,000 and paid cash dividends of $60,000 on its
common stock. At December 31, 1983, the carrying value
of Mill’s investment in Nash should be
a. $678,000
b. $690,000
c. $700,000
d. $714,000

Number 1 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

3. Lewis Company began operations on January 1,
1983. The following information is available for the
year ended December 31, 1983:

Item
97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed
by $160,000. How much were net sales last year for Baker
Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

Total merchandise purchases
Merchandise inventory at 12/31/83
Collections from customers

97.

4. Russell, Inc., owns 80% of the outstanding capital
stock of Cox Corporation. On November 1, 1983, Russell
advanced $100,000 in cash to Cox. In the December 31,
1983, consolidated balance sheet, the advance should be
reported at
a. $0
b. $ 20,000
c. $ 80,000
d. $100,000

Items to be Answered

1.
During 1982 Brody Company purchased marketable
equity securities as a short-term investment. At December
31, 1982, the balance in the allowance for decline in value
of current marketable equity securities was $20,000. There
were no security transactions during 1983. Pertinent data
at December 31, 1983, are as follows:
Cost
$210,000
185,000
100,000
$495,000

$700,000
140,000
400,000

All merchandise is marked to sell at 40% above cost.
Assume that all sales are credit sales and all receivables
are collectible. The balance in accounts receivable at
December 31, 1983, should be
a. $160,000
b. $244,000
c. $300,000
d. $384,000

Answer Sheet

Security
X
Y
Z

- November 1984

5. All of Glenn’s sales are on a credit basis. The
following information is available for 1983:
Allowance for doubtful accounts, 1/1/83
Sales
Sales returns
Accounts written off as uncollectible,
11/30/83

Market value
$190,000
207,000
90,000
$487,000

$ 18,000
950,000
80,000
20,000

Glenn provides for doubtful accounts expense at the rate
of 3% of net sales. At December 31, 1983, the allowance
for doubtful accounts balance should be
a. $28,100
b. $26,500
c. $26,100
d. $24,100

In its 1983 income statement, Brody should report a(an)
a. Recovery of unrealized loss of $12,000.
b. Unrealized loss of $12,000.
c. Recovery of unrealized loss of $10,000.
d. Unrealized loss of $8,000.
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9. On February 1, 1984, Tilden Company purchased
a tract of land as a factory site for $250,000. An existing
building on the property was razed and construction
was begun on a new factory building in March 1984.
Additional data are available as follows:

6. Thomson Company had the following consign
ment transactions during December 1983:
Inventory shipped on consignment to
Pavin Company, consignee
Freight paid by Thomson
Inventory received on consignment from
Beilin Company, consignor
Freight paid by Beilin

$3,000
100

30,000
3,000

No sales of consigned goods were made through
December 31, 1983.

Cost of razing old building
Proceeds from sale of salvaged materials
Title insurance and legal fees to
purchase land
Architect’s fees
New building construction cost

In its December 31, 1983, balance sheet, Thomson
should include consigned inventory of
a. $8,400
b. $8,000
c. $3,100
d. $3,000

The capitalized cost of the completed factory building
should be
a. $1,560,000
b. $1,575,000
c. $1,587,000
d. $1,590,000

7.
At December 31, 1983, the following information
was available from Moore Company’s accounting
records:

10. On January 1, 1980, Ott Company purchased a
new machine for $360,000. The machine has an es
timated useful life of eight years and depreciation is
computed by the sum-of-the-years’-digits method. The
accumulated depreciation at December 31, 1983, should
be
a. $ 50,000
b. $100,000
c. $180,000
d. $260,000

Inventory, 1/1/83
Purchases
Additional markups
Available for sale

Cost
$ 29,400
166,600
$196,000

5,000
300

Retail
$ 40,600
231,000
8,400
$280,000

Sales for the year totaled $221,200; markdowns
amounted to $2,800. Under the approximate lower of
average cost or market retail method, Moore’s inven
tory at December 31, 1983, was
a. $39,200
b. $43,120
c. $56,000
d. $61,600

15,000
60,000
1,500,000

11. Fifty percent of the machinery owned by Stone
Company was destroyed by fire on June 30, 1984. At
the date of the fire, the machinery had a book value of
$90,000 and a current fair value of $120,000. The
machinery was covered by a fire insurance policy with
a face amount of $100,000 and a coinsurance clause of
80% . How much should Stone expect to recover from
the insurance company?
a. $45,000
b. $48,000
c. $60,000
d. $80,000

8. Beal Distribution Company has
valued its
December 31, 1983, inventory on a FIFO basis at
$100,000. Information pertaining to that inventory is as
follows:
Estimated selling price
Estimated cost of disposal
Normal profit margin
Current replacement cost of inventory

$

$102,000
5,000
15,000
90,000

12. On October 31, 1983, West Company received a
condemnation award of $450,000 as compensation for
the forced sale of a warehouse. On this date the
warehouse, including the land on which it was situated,
had a book value of $275,000. During December 1983,
West purchased a parcel of land for a new warehouse
site at a cost of $125,000. West should report on its in
come statement for the year ended December 31, 1983,
a gain on condemnation of property at
a. $0
b. $ 50,000
c. $175,000
d. $325,000

Beal records a loss for any decline in inventory which is
to be written down to a lower of cost or market basis.
At December 31, 1983, the loss which Beal should
recognize is
a. $10,000
b. $ 7,000
c. $ 3,000
d. $0
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17. On July 1, 1984, James Rago signed an agreement
to operate as a franchisee of Fast Foods, Inc., for an ini
tial franchise fee of $60,000. Of this amount, $20,000
was paid when the agreement was signed and the
balance is payable in four equal annual payments of
$10,000 beginning July 1, 1985. The agreement provides
that the down payment is not refundable and no future
services are required of the franchisor. Rago’s credit
rating indicates that he can borrow money at 14% for
a loan of this type. Information on present and future
value factors is as follows:

13. The following expenditures were among those in
curred by Butler Company during 1983:
A broken gear on a machine was
replaced
Replacement of tiles on portion of roof
Overhaul of machinery that is expected
to extend its useful life for another
three years

$1,500
4,500
7,500

How much should be charged to repairs and
maintenance in 1983?
a. $1,500
b. $4,500
c. $6,000
d. $9,000

Present value of $1 at 14% for 4 periods
Future amount of $1 at 14% for 4 periods
Present value of an ordinary annuity of
$1 at 14% for 4 periods

0.59
1.69
2.91

Rago should record the acquisition cost of the franchise
on July 1, 1984, at
a. $43,600
b. $49,100
c. $60,000
d. $67,600

14. On July 1, 1983, Walton Company leased office
premises for a three-year period at an annual rental of
$36,000 payable on July 1 each year. The first rent pay
ment was made July 1, 1983. Additionally on July 1,
1983, Walton paid $24,000 as a lease bonus to obtain a
three-year lease instead of the lessor’s usual lease term
of six years. In its December 31, 1983, balance sheet,
Walton should report prepaid rent of
a. $18,000
b. $22,000
c. $24,000
d. $38,000

18. The partnership agreement of Jones, King, and
Lane provides for annual distribution of profit or loss
in the following order:
•

15. On June 1, 1984, Ichor Company entered into a
ten-year noncancellable lease with Gillie, Inc., for a
machine owned by Gillie. The machine had a fair value
of $180,000 at inception of the lease. Ownership of the
machine is transferred to Ichor upon expiration of the
lease. The present value of the ten $30,000 annual lease
payments, based on Ichor’s incremental borrowing rate
of 12%, is $190,000. The lease agreement specifies that
all executory costs are assumed by Ichor. How much
should Ichor record as an asset and corresponding
liability at the inception of the lease?
a. $0
b. $180,000
c. $190,000
d. $300,000

•
•

Jones, the managing partner, receives a bonus of
20% of profit.
Each partner receives 15% interest on average
capital investment.
Residual profit or loss is divided equally.

The average capital investments for 1983 were:
Jones
King
Lane

$ 100,000

200,000

300,000

How much of the $90,000 partnership profit for 1983
should be distributed to Jones?
a. $15,000
b. $27,000
c. $30,000
d. $33,000

16. On January 3, 1983, Sutter Company signed a tenyear noncancellable lease for new equipment, requiring
annual payments of $25,000 starting at the beginning of
the first year, with title passing to Sutter at the expira
tion of the lease. The equipment has a useful life of 15
years, with no salvage value. Sutter uses straight-line
depreciation for all of its fixed assets. Aggregate lease
payments were determined to have a present value of
$158,000, based on implicit interest of 12%. For 1983
Sutter should record depreciation expense of
a. $10,533
b. $15,800
c. $15,960
d. $18,960

19. On May 1, 1983, an erupting volcano destroyed
Wilson Company’s operating plant, resulting in a loss
of $1,800,000, of which only $600,000 was covered by
insurance. Wilson’s effective income tax rate is 40%. In
Wilson’s income statement for the year ended December
31, 1983, this event should be reported as an extra
ordinary loss of
a. $ 480,000
b. $ 720,000
c. $1,200,000
d. $1,800,000
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23. Dugan Corporation, which began operations on
January 1, 1981, recognizes income from long-term con
struction contracts under the percentage-of-completion
method in its financial statements but uses the completedcontract method for income tax reporting. Reported in
come from long-term construction contracts under each
method is as follows:
Percentage
Completed
Year
o f completion
contract
$0
$400,0(X)
1981
350,000
650,000
1982
750,000
950,000
1983

20. On January 1, 1978, Victor Company purchased for
$85,000 a machine having a useful life of ten years and
an estimated salvage value of $5,000. The machine was
depreciated by the straight-line method. On July 1, 1983,
the machine was sold for $45,000. For the year ended
December 3 1 , 1983, how much gain should Victor record
on the sale?
a. $0
b. $1,000
c. $4,000
d. $6,750
Number 2 (Estimated tim e----- 45 to 55 minutes)

For all years, the effective income tax rate is 40% and there
are no other timing differences. In its December 31, 1983,
balance sheet, Dugan should report a liability for defer
red taxes of
a. $ 80,000
b. $160,000
c. $200,000
d. $360,000

Instructions
Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.

24. On December 31, 1982, Arnold, Inc., issued
$200,000, 8% serial bonds, to be repaid in the amount
of $40,000 each year. Interest is payable annually on
December 31. The bonds were issued to yield 10% a year.
The bond proceeds were $190,280 based on the present
values at December 3 1 , 1982, of the five annual payments
as follows:
Present value
Amounts due
Due
at 12/31/82
Principal
Interest
date
$40,000
$16,000
$ 50,900
12/31/83
12/31/84
43,610
40,000
12,800
37,250
40,000
9,600
12/31/85
31,690
12/31/86
40,000
6,400
12/31/87
40,000
3,200
26,830
$190,280

Items to be Answered
21. For the year ended December 31, 1983, Rex Cor
poration reported book income, before federal income
taxes, of $1,000,000. Selected information for 1983 is
available from Rex’s records as follows:
Interest income on municipal bonds
Depreciation claimed on tax return in
excess of depreciation per books
Warranty expense on the accrual basis
Actual warranty expenditures

$ 80,000
140,000
65,000
35,000

Rex’s effective income tax rate is 40% for 1983. Rex’s cur
rent liability for 1983 federal income taxes (before reduc
tion for estimated taxes paid) should be
a. $312,000
b. $324,000
c. $368,000
d. $400,000

Arnold amortizes the bond discount by the interest
method. In its December 31, 1983, balance sheet, at what
amount should Arnold report the carrying value of the
bonds?
a. $139,380
b. $149,100
c. $150,280
d. $153,308

22. Amboy Corporation, which began business on
January 1, 1983, appropriately uses the installment sales
method of accounting for income tax reporting purposes.
The following data are available for 1983:
Installment accounts receivable, 12/31/83
Installment sales for 1983
Gross profit on sales

25. Day Company carries a $10,000,000 comprehensive
public liability policy which has a $100,000 deductible
clause. A personal injury liability suit was brought against
Day in 1983. Day’s counsel believes it is probable that the
suit will be settled out of court for an estimated amount
of $150,000. In its December 3 1 , 1983, balance sheet, Day
should report an accrued liability of
a. $0
b. $ 50,000
c. $ 100,000
d. $150,000

$400,000
$700,000
40%

Applying the installment sales method, what would be Am
boy’s deferred gross profit at December 31, 1983?
a. $120,000
b. $160,000
c. $180,000
d. $240,000
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29. After the issuance of its 1982 financial statements
Terry, Inc., discovered a computational error of $150,000
in the calculation of its December 31, 1982, inventory. The
error resulted in a $150,000 overstatement in the cost of
goods sold for the year ended December 31, 1982. In Oc
tober 1983, Terry paid $500,000 in settlement of litiga
tion instituted against it during 1982. Ignore income taxes.
In the 1983 financial statements the December 31, 1982,
retained earnings balance, as previously reported, should
be adjusted by a
a. $150,000 credit.
b. $350,000 debit.
c. $500,000 debit.
d. $650,000 credit.

26. Cronin Corporation was organized on January 3,
1983, with authorized capital of 50,000 shares of $10 par
value common stock. During 1983 Cronin had the follow
ing transactions affecting stockholders’ equity:
January 7 — Issued 20,000 shares @ $12 per share
December 2 — Purchased 3,000 shares of treasury
stock @ $13 per share
The cost method was used to record the treasury stock
transaction. Cronin’s net income for 1983 is $150,000.
What is the amount of stockholders’ equity at December
31, 1983?
a. $320,000
b. $351,000
c. $354,000
d. $360,000

30. On March 2, 1983, Tooker Company purchased
2,000 shares of Apex Corporation’s newly issued 6%
cumulative $100 par value preferred stock for $217,000.
Each preferred share carried one detachable stock war
rant which entitled the holder to acquire, at $17, one share
of Apex $10 par common stock. On March 3, 1983, the
market price of the preferred stock (without warrants) was
$90 per share and the market price of the stock warrants
was $15 per warrant. On December 2 3 , 1983, Tooker sold
all the stock warrants for $35,200. The gain on the sale
of the stock warrants was
a. $0
b. $1,200
c. $4,200
d. $5,200

27. Jason Corporation’s stockholders’ equity at
December 31, 1983, consisted of the following:
Preferred stock, $50 par value, 10%
noncumulative; 10,000 shares issued and
outstanding
Common stock, $10 par value; 80,000
shares issued and outstanding
Retained earnings

$500,000
800,000
300,000

The preferred stock has a liquidating value of $55 per
share. At December 31, 1983, the book value per share
of common stock is
a. $14.38
b. $13.75
c. $13.13
d. $10.00

31. Clark Corporation was organized to consolidate the
resources of Allen Company and Bell Company in a
business combination appropriately accounted for by the
pooling of interests method. On January 1, 1984, Clark
issued 62,000 shares of its $10 par value voting stock in
exchange for all of the outstanding capital stock of Allen
and Bell. The equity accounts of Allen and Bell on this
date were:

28. On January 2, 1984, the board of directors of Blake
Mining Corporation declared a cash dividend of $800,000
to stockholders of record on January 18,1984, and payable
on February 10, 1984. The dividend is permissible under
state law in Blake’s state of incorporation. Selected data
from Blake’s December 31, 1983, balance sheet are as
follows:
Accumulated depletion
Capital stock
Additional paid-in capital
Retained earnings

$

Common stock,
at par value
Additional
paid-in capital
Retained earnings

200,000
1, 000,000

300,000
600,000

Allen

Bell

Total

$200,000

$400,000

$600,000

25,000
120,000
$345,000

35,000
210,000
$645,000

60,000
330,000
$990,000

What is the balance in Clark’s additional paid-in capital
account immediately after the business combination?
a. $0
b. $ 40,000
c. $ 60,000
d. $390,000

The $800,000 dividend includes a liquidating dividend of
a. $600,000
b. $300,000
c. $200,000
d. $0
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35. Decker Company filed a voluntary bankruptcy peti
tion on August 15, 1984, and the statement of
affairs reflects the following amounts:

32. On June 30, 1984, Gilman, Inc., declared and issued
a 10% common stock dividend. Prior to this dividend,
Gilman had 20,000 shares of $10 par value common stock
issued and outstanding. The market price of Gilman’s
common stock on June 30, 1984, was $24 per share. As
a result of this stock dividend, by what amount should
Gilman’s total stockholders’ equity increase (decrease)?
a. $0
b. $ 20,000
c. $ 28,000
d. $(48,000)

Assets pledged with fully
secured creditors
Assets pledged with
partially secured creditors
Free assets

Liabilities with priority
Fully secured creditors
Partially secured creditors
Unsecured creditors

$4,000,000
600,000
(900,000)
$3,700,000

a.
b.
c.
d.

$60,000
$63,333
$64,000
$70,000

$60,000
$56,667
$56,000
$60,000

$60,000
$60,000
$60,000
$50,000

60,000
160,000
$405,000

$ 35,000
130,000
100,000
270,000
$535,000

37. Art, Inc., decided on January 1 , 1983, to discontinue
its cinder block manufacturing division. The division, con
sidered a reportable segment of the business, was sold on
July 1, 1983. Division assets with a carrying value of
$450,000 were sold for $300,000. Operating income from
January 1 to June 30, 1983, for the division amounted
to $90,000. Ignoring income taxes, what amount should
be reported on Art’s income statement for the year ended
December 31, 1983, under the caption “ discontinued
operations’’?
a. $ 60,000
b. $ 90,000
c. $150,000
d. $240,000

On that date they agreed to admit Carter as a partner with
a one-third interest in the capital and profits and losses,
for an investment of $50,000. The new partnership will
begin with a total capital of $180,000. Immediately after
Carter’s admission, what are the capital balances of the
partners?
Carter

90,000
210,000
$450,000

36. For the year ended December 31, 1983, Dunn Cor
poration reported rent income of $225,000 in its income
statement. Rents received, reported as taxable income in
the year received, amounted to $350,000 for 1983. Also
in 1983, Dunn had a nondeductible unrealized loss of
$60,000, from a foreign currency transaction, which will
be deductible when realized. Dunn’s effective income tax
rate is 40%. By what amount would the asset, deferred
income tax, account balance increase for 1983?
a. $111,000
b. $ 74,000
c. $ 50,000
d. $ 26,000

$70,000
60,000
$130,000

Buell

$185,000

Assume that the assets are converted into cash at the
estimated current values and the business is liquidated.
How much cash will be available to pay unsecured non
priority claims?
a. $240,000
b. $180,000
c. $160,000
d. $125,000

34. Ames and Buell are partners who share profits and
losses in the ratio of 3:2, respectively. On August 31, 1984,
their capital accounts were as follows:

A m es

$150,000

Liabilities:

Under the terms of the quasi-reorganization: (1) the par
value of the common stock was reduced from $10 per share
to $5 per share, and (2) plant and equipment (net) was
written down by $1,200,000. Immediately after the quasi
reorganization, the total stockholders’ equity should be
a. $2,500,000
b. $2,000,000
c. $1,700,000
d. $1,600,000

Ames
Buell

Estim ated
current
value

Assets:

33. Carroll, Inc., accomplished a quasi-reorganization
effective December 31, 1983. Immediately prior to the
quasi-reorganization the stockholders’ equity was as
follows:
Common stock, par value $10 per share;
authorized, issued and outstanding,
400,000
shares
Additional paid-in capital
Retained earnings (deficit)

Book
carrying
amount
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38. Frey Company bought a building at auction on June
30, 1983, for $2,000,000. On July 15, 1983, before occu
pying the building, Frey sold it to a credit-worthy com
pany for $2,400,000. Frey received a cash down payment
of $600,000 and a first mortgage note at the market rate
of interest, for the balance. No additional payments were
required of the buyer until July 1984. How much gain
should Frey recognize on July 15, 1983, from the sale of
the building?
a. $0
b. $100,000
c. $400,000
d. $600,000

Number 3 (Estimated tim e----- 45 to 55 minutes)

Instructions
Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
Items to be Answered
41. On January 1, 1984, Grafton Company sold a
machine to Sussex Company, and simultaneously leased
it back for one year. Pertinent data are as follows:

39. Landy Construction Company has consistently
used the percentage-of-completion method of recogniz
ing income. During 1981 Landy started work on a
$7,500,000 fixed-price construction contract, which was
completed in 1984. The accounting records disclosed the
following data:

At 12/31/81
At 12/31/82
At 12/31/83

C um ulative
contract costs
incurred

E stim ated
costs at
com pletion

$ 500,000
2,750,000
5,000,000

$5,000,000
5,500,000
6 , 000,000

Sales price
Carrying value at 12/31/83
Estimated remaining useful life at 12/31/83
Monthly rental under leaseback
Interest rate implicit in lease
Present value of lease rentals at 1/1/84

How much profit should Grafton recognize on January
1, 1984, on the sale of the machine?
a. $0
b. $ 7,264
c. $22,736
d. $30,000

How much income should Landy have recognized on this
contract for the year ended December 31, 1983?
a. $250,000
b. $416,667
c. $500,000
d. $562,500

42. On January 1, 1983, Riley Company sold a building
which cost $380,000 and had accumulated depreciation
of $160,000 on the date of sale. Riley received as con
sideration a $400,000 noninterest bearing note due on
January 1, 1986. There was no established exchange price
for the building, and the note had no ready market. The
prevailing rate of interest for a note of this type at
January 1, 1983, was 10%. The present value of $1 at
10% for three periods is 0.75. What amount of interest
income should be included in Riley’s 1983 income
statement?
a. $40,000
b. $33,333
c. $30,000
d. $13,500

40. On July 1, 1983, Barker Company purchased 20%
of the outstanding common stock of Acme Company for
$400,000 when the fair value of Acme’s net assets was
$2,000,000. Barker does not have the ability to exercise
significant influence over the operating and financial
policies of Acme. The following data concerning Acme
are available for 1983:

Net income
Dividends declared
and paid

12 m onths
ended

6 m onths
ended

12/31/83
$300,000

12/31/83
$160,000

190,000

100,000

$240,000
$210,000
12 years
$ 2,000
12%
$ 22,736

43. Dalton Company owns 1,000 shares of Reber, Inc.,
$10 par value common stock which was acquired on Ju
ly 1, 1983, at a cost of $19,000. On April 30, 1984, Reber
issued a 10% common stock dividend when the market
price of its common stock was $24 per share. As a result
of this stock dividend, Dalton should record dividend in
come of
a. $2,400
b. $1,900
c. $1,000
d. $0

In its income statement for the year ended December 31,
1983, how much income should Barker report from this
investment?
a. $20,000
b. $32,000
c. $38,000
d. $60,000
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47. Grady Company purchased a machine on January
1, 1983, for $720,000. The machine is expected to have
a ten-year life, no residual value, and will be depreciated
by the straight-line method. On January 1, 1983, the
machine was leased to Lesch Company for a three-year
period, at a annual rental of $125,000. Grady could
have sold the machine for $860,000 instead of leasing it.
Grady incurred maintenance and other executory costs
of $15,000 in 1983 under the terms of the lease. What
amount should Grady report as operating profit on this
leased asset for the year ended December 31, 1983?
a. $ 38,000
b. $ 53,000
c. $125,000
d. $178,000

Items 44 and 45 are based on the following
information:
Parker Corporation reports operating expenses in
two categories: (1) selling and (2) general and
administrative. The adjusted trial balance at December
31, 1983, included the following expense accounts:
Accounting and legal fees
Advertising
Freight-out
Interest
Loss on sale of long-term investment
Officers’ salaries
Rent for office space
Sales salaries and commissions

$175,000
150,000
75,000
60,000
30,000
225,000
180,000
140,000

48. Walker, Inc., a U.S. corporation, ordered a
machine from Pfau Company of West Germany on July
15, 1983, for 100,000 marks when the spot rate for
marks was $.4955. Pfau shipped the machine on
September 1, 1983, and billed Walker for 100,000
marks. The spot rate was $.4875 on this date. Walker
bought 100,000 marks and paid the invoice on October
25, 1983, when the spot rate was $.4855. In Walker’s in
come statement for the year ended December 31, 1983,
how much should be reported as foreign exchange gain?
a. $0
b. $ 200
c. $ 800
d. $1,000

One-half of the rented premises is occupied by the sales
department.
44. How much of the expenses listed above should be
included in Parker’s selling expenses for 1983?
a. $290,000
b. $365,000
c. $380,000
d. $455,000
45. How much of the expenses listed above should be
included in Parker’s general and administrative ex
penses for 1983?
a. $490,000
b. $520,000
c. $550,000
d. $580,000

49. Bergen Company purchased factory equipment
which was installed and put into service January 3,
1982, at a total cost of $128,000. Salvage value was
estimated at $8,000. The equipment is being depreciated
over eight years by the double declining balance
method. For the year 1983, how much depreciation
expense should Bergen record on this equipment?
a. $22,500
b. $24,000
c. $30,000
d. $32,000

46. Wayne, Inc., incurred the following costs during
the year ended December 31, 1983:
Laboratory research aimed at
discovery of new knowledge
Radical modification to the formulation
of a chemical product
Research and development costs
reimbursable under a contract to
perform research and development for
Apex Chemicals, Inc.
Testing for evaluation of new products

$150,000
125,000

50. Bishop Corporation began operations in 1981 and
had operating losses of $200,000 in 1981 and $150,000
in 1982. For the year ended December 31, 1983, Bishop
had pretax book income of $300,000. For the three-year
period 1981 to 1983, assume an income tax rate of 40%
and no permanent or timing differences between book
and taxable income. In Bishop’s 1983 income statement,
how much should be reported as current income tax ex
pense?
a. $0
b. $ 40,000
c. $ 60,000
d. $120,000

350,000
250,000

The total amount to be classified and expensed as
research and development for 1983 is
a. $150,000
b. $275,000
c. $525,000
d. $625,000
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51. The balance in Mitchell Corporation’s foreign
exchange loss account was $6,500 at December 3 1 , 1983,
before any necessary year-end adjustment relating to the
following:
•

•

54. Dickey Company preparedan aging
of its
accounts receivable at December 31, 1983, and deter
mined that the net realizable value of the receivables at
that date is $100,000. Additional information is
available as follows:

Mitchell had a $10,000 translation loss resulting
from the translation of the accounts of its wholly
owned foreign subsidiary for the year ended
December 31, 1983.

Accounts receivable, 12/31/82
Accounts receivable, 12/31/83
Allowance for doubtful accounts,
12/31/82 — credit balance
Accounts written off as uncollectible
during 1983

Mitchell had an account payable to an unrelated
foreign supplier payable in the local currency of
the foreign supplier on January 27, 1984. The
U.S. dollar equivalent of the payable was $50,000
on the November 28, 1983, invoice date, and it
was $53,000 on December 31, 1983.

$ 96,000
108,000
12,000
10,000

Dickey’s bad debt expense for the year ended December
31, 1983, is
a. $ 6,000
b. $ 8,000
c. $10,000
d. $14,000

In Mitchell’s 1983 consolidated income statement, what
amount should be included as foreign exchange loss?
a. $19,500
b. $16,500
c. $ 9,500
d. $ 6,500

55. On July 1, 1981, Apgar Publishing, Inc., acquired
the copyright to a book owned by Seaford Company for
royalties of 20% of future sales. Royalties are payable
semiannually on March 31 for sales in July through
December of the preceding year, and on September 30
for sales in January through June of the same year.
During 1982 and 1983, Apgar remitted the following
royalty checks to Seaford:

52. On January 1, 1983, Baxter Corporation granted
John Eliot, the president, an option to purchase 10,000
shares of Baxter’s $20 par value common stock at $30
per share. The option is intended as additional compen
sation to Eliot for the next two years. The option is exer
cisable within a four-year period beginning January 1,
1985. The market price of Baxter’s common stock was
$35 per share on January 1, 1983, and $37 on December
31, 1983. As a result of the stock option, Baxter should
charge compensation expense in 1983 of
a. $25,000
b. $35,000
c. $50,000
d. $75,000

1982
1983

March 31
$18,000
15,000

September 30
$21,000

19,000

Apgar estimated that sales of the Seaford book would
total $110,000 for the last half of 1983. How much
royalty expense for this book should Apgar report in its
1983 income statement?
a. $34,000
b. $35,000
c. $36,000
d. $41,000

53. For the year ended December 31, 1983, Matlock
Company incurred the following infrequent losses:

56. On December 1, 1983, Studley Company leased
office space for ten years at a monthly rental of $25,000.
On the same date Studley paid the lessor the following
amounts:

• A loss of $80,000 was incurred on the abandon
ment of equipment used in the business.
• A loss of $150,000 was sustained as a result of hur
ricane damage to a warehouse.
• Several factories were shut down during a major
strike by employees. Shutdown expenses totaled
$170,000.

Security deposit (refundable upon
expiration of the lease)
First month’s rent
Last month’s rent
Installation of new walls and offices

In its 1983 income statement, how much should
Matlock report as total infrequent charges, not con
sidered extraordinary?
a. $ 80,000
b. $170,000
c. $250,000
d. $400,000

$ 20,000
25,000
25,000
120,000

For the year ended December 31, 1983, Studley should
record expense of
a. $ 25,000
b. $ 26,000
c. $ 45,000
d. $ 51,000
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Number 4 (Estimated tim e----- 45 to 55 minutes)

57. Fay Corporation’s capital structure at December
31, 1982, was as follows:

Included in Bristol Corporation’s liability account
balances at December 31, 1982 were the following:

Shares issued
and outstanding
Common stock
Nonconvertible preferred stock

200,000

50,000

Note payable, bank
Liability under capital lease
Deferred income taxes

On October 1, 1983, Fay issued a 10% stock dividend
on its common stock, and paid $100,000 cash dividends
on the preferred stock. Net income for the year ended
December 31, 1983, was $960,000. Fay’s 1983 earnings
per common share should be
a. $3.91
b. $4.10
c. $4.36
d. $4.68

$2,800,000
430,000
360,000

Transactions during 1983 and other information
relating to Bristol’s liabilities were as follows:
• The principal amount of the note payable is
$2,800,000 and bears interest at 15%. The note is dated
April 1, 1982, and is payable in four equal annual in
stallments of $700,000 beginning April 1, 1983. The first
principal and interest payment was made on April 1,
1983.

58. Greene Company bought a franchise from White
Company on January 1, 1983, for $102,000. An
independent research consultant retained by Greene
estimated that the remaining useful life of the franchise
was 50 years. Its unamortized cost on White’s books at
January 1, 1983, was $34,000. Greene has decided to
write off the franchise over the maximum period allow
ed. How much should be amortized for the year ended
December 31, 1983?
a. $ 850
b. $2,000
c. $2,040
d. $2,550

• The capitalized lease is for a ten-year period
beginning December 31, 1980. Equal annual payments
of $100,000 are due on December 31 of each year, and
the 14% interest rate implicit in the lease is known by
Bristol. The present value at December 31, 1982, of the
seven remaining lease payments (due December 31,
1983, through December 31, 1989) discounted at 14%
was $430,000.
• Deferred income taxes are provided in recognition
of timing differences between financial statement and
income tax reporting of depreciation. For the year end
ed December 31, 1983, depreciation per tax return ex
ceeded book depreciation by $90,000. Bristol’s effective
income tax rate for 1983 was 40%.

59. At December 31, 1983, Tower Corporation ac
crued, for financial statement reporting, an estimated
loss of $100,000 on disposal of unused plant equipment.
During 1983 Tower collected $150,000 in royalties, of
which $80,000 was unearned at December 31, 1983.
Assuming an effective income tax rate of 40%, how
much should Tower report as deferred income tax credit
to income for 1983?
a. $ 8,000
b. $32,000
c. $40,000
d. $72,000

• On July 1, 1983, Bristol issued for $1,774,000,
$2,000,000 face amount of its 10%, $1,000 bonds. The
bonds were issued to yield 12%. The bonds are dated
July 1, 1983, and mature on July 1, 1993. Interest is
payable annually on July 1. Bristol uses the interest
method to amortize bond discount.

60. On January 1, 1980, Clay Company purchased for
$264,000 a machine to be depreciated by the straightline method over the estimated useful life of eight years,
with no salvage value. On January 1, 1983, Clay deter
mined that the machine has a useful life of six years
from the date of acquisition and will have a salvage
value of $24,000. An accounting change was made in
1983 to reflect this additional data. The accumulated
depreciation for this machine should have a balance at
December 31, 1983, of
a. $176,000
b. $160,000
c. $154,000
d. $146,000

Required:
a. Prepare the long-term liabilities section of
Bristol’s balance sheet at December 31, 1983.
b. Prepare a schedule showing the current portion
of the long-term liabilities and accrued interest payable
that would appear in Bristol’s balance sheet at
December 31, 1983.
c. Prepare a schedule showing interest expense
from the long-term liabilities and deferred income tax
expense that would appear in Bristol’s income statement
for the year ended December 31, 1983.
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1. Amounts due from customers totaled $7,900 at
December 31, 1983.
2. A review of the receivables at December 31,
1983, disclosed that an allowance for doubtful accounts
of $1,100 should be provided. Ward had no bad debt
losses from inception of the business through December
31, 1983.
3. The inventory amounted to $23,000 at
December 31, 1983, based on physical count of goods
priced at cost. No reduction to market was required.
4. On signing the new lease on October 1, 1983,
Ward paid $8,400 representing one year’s rent in ad
vance for the lease year ending October 1, 1984. The
$7,500 annual rental under the old lease was paid on
October 1, 1982, for the lease year ended October 1,
1983.
5. On April 1, 1983, Ward paid $2,400 to renew
the comprehensive insurance coverage for one year. The
premium was $2,160 on the old policy which expired on
April 1, 1983.
6. Depreciation on equipment was computed at
$5,800 for 1983.
7. Unpaid vendors’ invoices for food purchases
totaled $8,800 at December 31, 1983.
8. Accrued expenses at December 31, 1982, and
December 31, 1983, were as follows:

Number 5 (Estimated tim e----- 40 to 50 minutes)

Presented below is information pertaining to Ward
Specialty Foods, a calendar-year sole proprietorship,
maintaining its books on the cash basis during the year.
At year-end, however, Mary Ward’s accountant adjusts
the books to the accrual basis only for sales, purchases,
and cost of sales, and records depreciation to more
clearly reflect the business income for income tax
purposes.
Ward Specialty Foods
TRIAL BALANCE
December 31, 1983
Cash
Accounts receivable,
12/31/82
Inventory, 12/31/82
Equipment
Accumulated depreciation,
12/31/82
Accounts payable, 12/31/82
Payroll taxes withheld
Mary Ward, drawings
Mary Ward, capital,
12/31/82
Sales
Purchases
Salaries
Payroll taxes
Rent
Miscellaneous expense
Insurance
Utilities

Dr.
$ 18,500

Cr.

4,500
20,000

35,000
9,000
4,800
850
24,000
33,650
187,000
82,700
29,500
2,900
8,400
3,900
2,400
3,500
$235,300

Payroll taxes
Salaries
Utilities

12/31/82
$250
375
275

12/31/83
$400
510
450

Required:
Go to page 13 and remove tear-out worksheet.

_______
$235,300

a. Complete the tear-out worksheet to convert the
trial balance of Ward Specialty Foods to the accrual
basis for the year ended December 31, 1983. Journal en
tries are not required to support your adjustments. In
clude the completed tear-out worksheet in the proper se
quence with other answer sheets.

During 1983 Ward signed a new eight-year lease for
the store premises and is in the process of negotiating a
loan for remodeling purposes. The bank requires Ward
to present financial statements for 1983 prepared on the
accrual basis. During the course of a compilation
engagement, Ward’s accountant obtained the following
additional information:

b. Prepare the statement of changes in Mary
Ward, capital, for the year ended December 31, 1983.
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Candidate’s No.
State_________
Question No. 5 Page

Ward Specialty Foods
WORKSHEET TO CONVERT
TRIAL BALANCE TO ACCRUAL BASIS
December 31, 1983

Adjustments
Cr.
Dr.

Cash Basis
Dr.
Cash

Cr.

$ 18,500

Accounts receivable

4,500

Allow. for doubtful accts.

—

Inventory

20,000

Equipment

35,000

Accum. depreciation

—

$ 9,000

Prepaid rent

—

—

Prepaid insurance

—

—

Accounts payable
Accrued expenses

4,800
—

—

Payroll taxes withheld
Ward, drawings

850
24,000

Ward, capital

33,650

Sales
Purchases
Income summary —
inventory
Salaries

187,000
82,700
—

—

29,500

Payroll taxes

2,900

Rent

8,400

Miscellaneous exp.

3,900

Insurance

2,400

Utilities

3,500

Depreciation

—

—

Doubtful accounts exp.

—

—

$235,300

$235,300

13

Accrual Basis
Cr.
Dr.

Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.)

EXAMINATION IN ACCOUNTING PRACTICE — PART II
November 8, 1984; 1:30 to 6:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

...
...
...
. ..
...

45
45
45
45
40

55
55
55
55
50

Total

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
identified as sources of amounts in formal
schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Computa
tion sheets should identify the question to,which
they relate, be placed immediately following the
answer to that question, and be numbered in
sequence with the other pages. Failure to enclose
supporting calculations may result in loss of grading
points because it may be impossible to determine
how your amounts were computed.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

4.

Support all problem-type answers with properly
labeled and legible calculations that can be
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A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language will
be considered by the examiners.
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3. On December 1, 1983, Brint Corp. exchanged 4,000
shares of its $25 par value common stock held in treasury,
for a parcel of land to be held for a future plant site.
These treasury shares, which were acquired by Brint at
a cost of $80 per share, had a fair market value of $110
per share on the date of the exchange. At what amount
should the land be recorded on Brint’s books?
a. $0 (Memorandum entry only)
b. $100,000
c. $320,000
d. $440,000

Number 1 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following
items relating to a variety of financial and managerial
accounting problems. Use a soft pencil, preferably
No. 2, to blacken the appropriate circle on the separate
printed answer sheet to indicate your answer. Mark only
one answer for each item. Answer all items. Your grade
will be based on the total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4. Daly Corporation’s sales to unaffiliated customers
were $3,000,000 for the year ended December 31, 1983.
In addition, there were $400,000 of intersegment sales and
transfers among Daly’s four manufacturing divisions
operating in different industries. Daly’s reportable in
dustry segments are those divisions with revenues of at
least
a. $ 40,000
b. $100,000
c. $300,000
d. $340,000

Item

97. Gross billings for merchandise sold by Baker
Company to its customers last year amounted to
$5,260,000; sales returns and allowances reduced the
amounts owed by $160,000. How much were net sales
last year for Baker Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

5. Orna Corp. operates in six different industries, each
of which is appropriately regarded as a reportable seg
ment. Orna’s 1983 combined sales for all segments
aggregated $10,000,000. Segment No. 4 had sales of
$2,000,000 and traceable costs of $900,000. Combined
common costs for all segments totaled $3,000,000. Com
mon costs are allocated among the six segments on the
basis of each segment’s percentage of Orna’s total sales,
an acceptable allocation method. How much should be
reported as Segment No. 4’s operating income for 1983?
a. $ 500,000
b. $1,100,000
c. $1,220,000
d. $1,400,000

A n sw er Sheet

Items to be Answered
1. Brill Corporation’s fire insurance premiums were
increased from $90,000 to $300,000 in 1983. To avoid in
curring such a substantial additional expense, Brill in
creased the deductible on its policy from $150,000 to
$1,500,000. Brill’s effective income tax rate is 40%. At
December 31, 1983, how much of a contingent liability
should Brill accrue to cover possible future fire losses?
a. $0
b. $ 810,000
c. $ 900,000
d. $1,500,000

6. Lyon Company’s net accounts receivable were
$1,000,000 at December 31, 1982, and $1,200,000 at
December 31, 1983. Net cash sales for 1983 were
$400,000. The accounts receivable turnover for 1983 was
5.0. Lyon’s net sales for 1983 were
a. $11,000,000
b. $ 6,400,000
c. $ 6,000,000
d. $ 5,900,000

2. On January 3, 1983, Palo Corp. owned a machine
that had cost $50,000, on which the accumulated
depreciation was $40,000, and which had a fair market
value of $80,000. On January 4, 1983, this machine was
irreparably damaged by Seco Corp. and became worth
less. In October 1983, a court awarded damages of
$80,000 against Seco, in favor of Palo. At December 31,
1983, the final outcome of this case was awaiting appeal,
and was therefore uncertain. However, in the opinion of
Palo’s attorney, Seco’s appeal will be denied. At
December 31, 1983, how much should Palo accrue for
this gain contingency?
a. $0
b. $10,000
c. $70,000
d. $80,000

7. The following information pertains to Bass Co. for
1983:
Merchandise purchased
Cost of goods sold
Inventory at December 31, 1983
The inventory turnover for 1983 was
a. 10.0
b. 5.0
c.
4.0
d. 3.6
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$1,800,000
2,000,000
400,000
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12. Boaz Co. manufactures two models, medium (X)
and large (Y). The contribution margin expected is $24
for the medium model and $40 for the large model. The
medium model is processed two hours in the machining
department and four hours in the polishing department.
The large model is processed three hours in the machin
ing department and six hours in the polishing department.
If total contribution margin is to be maximized, using
linear programming, how would the objective function
be expressed?
a. 24X(2 + 4) + 40Y(3+ 6)
b. 24X + 40Y
c. 6X + 9Y
d. 5X + 10Y

8, Lara Co. traded its old computer for a new model.
The following information is pertinent to this transaction:
Cost of old computer
Accumulated depreciation—
old computer
Fair value of old computer
List price of new model
Trade-in allowance for old computer

$60,000
20,000
30,000
80,000
45,000

How much loss should Lara immediately recognize on
this trade-in?
a. $0
b. $ 5,000
c. $10,000
d. $15,000

13. Avery Co. uses a predetermined factory overhead
rate based on direct labor hours. For the month of Oc
tober, Avery’s budgeted overhead was $300,000
based on a budgeted volume of 100,000 direct labor
hours. Actual overhead amounted to $325,000 with
actual direct labor hours totaling 110,000. How much was
the overapplied or underapplied overhead?
a. $30,000 overapplied.
b. $30,000 underapplied.
c. $ 5,000 overapplied.
d. $ 5,000 underapplied.

Items 9 and 10 are based on the following data:
The trial balance of Sosa Corp. at December 31,
1983, when the price index was 160, included the follow
ing accounts:
Bonds payable (due in 1988)
Sales (made evenly through
out the year)

$200,000

990,000

During 1983, the average price index was 140. The bonds
were issued in 1978 when the price index was 120. Sosa
wishes to present December 31, 1983, constant dollar
financial statements in end-of-year dollars.

Items 14 and 15 are based on the following data:
The following information pertains
Company:

9. What fraction should be used to adjust bonds
payable for price-level changes?
a. 140/160
b. 160/160
c. 160/140
d. 160/120

to Rica

Sales (50,000 units)
$1,000,000
Direct materials and directlabor
300,000
Factory overhead:
Variable
40,000
Fixed
70,000
Selling and general expenses:
Variable
10,000
Fixed
60,000

10. What fraction should be used to adjust sales for
price-level changes?
a. 160/160
b. 160/150
c. 160/140
d. 140/160

14. How much was Rica’s break-even point in number
of units?
a. 9,848
b. 10,000
c. 18,571
d. 26,000

11. A cumulative average learning curve of 80% is ap
plicable to the assembly of the Neal widgeter. Assembly
time for the first widgeter is two hours. How many hours
should the assembly time be for the second widgeter?
a. 2.00
b. 1.80
c. 1.28
d. 1.20

15.

16

What was Rica’s contribution margin ratio?
a. 66%
b. 65%
c. 59%
d. 35%
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Items 16 and 17 are based on the following data:

Items 19 and 20 are based on the following data:

The following information pertains to Nell Com
pany’s production of one unit of its manufactured pro
duct during the month of June:

Lina Co. produced 100,000 units of Product Zee
during the month of June. Costs incurred during June
were as follows:

Standard quantity of materials
Standard cost per lb.
Standard direct labor hours
Standard wage rate per hour
Materials purchased
Cost of materials purchased
Materials consumed for manu
facture of 10,000 units
Actual direct labor hours
required for 10,000 units
Actual direct labor cost per
hour

Direct materials used
Direct labor used
Variable manufacturing overhead
Fixed manufacturing overhead
Variable selling and general expenses
Fixed selling and general expenses

5 lbs.
$.20
.4
$7.00
100,000 lbs.
$.17 per lb.
60,000 lbs.

80,000
40,000
50,000
12,000
45,000
$327,000

19. What was Product Zee’s unit cost under absorption
costing?
a. $3.27
b. $2.70
c. $2.20
d. $1.80

3,900
$7.20

20. What was Product Zee’s unit cost under variable
(direct) costing?
a. $2.82
b. $2.70
c. $2.32
d. $2.20

The materials price variance is recognized when materials
are purchased.
16.

$100,000

Nell’s materials price variance for June was
a. $3,000 favorable.
b. $3,000 unfavorable.
c. $2,000 favorable.
d. $2,000 unfavorable.

Number 2 (Estimated tim e----- 45 to 55 minutes)
17.

Instructions

Nell’s labor efficiency variance for June was
a. $780 favorable.
b. $780 unfavorable.
c. $700 favorable.
d. $700 unfavorable.

Select the best answer for each of the following items
relating to the federal income taxation of individuals. Use
a soft pencil, preferably No. 2, to blacken the appropriate
circle on the separate printed answer sheet to indicate your
answer. The answers should be based on the Internal
Revenue Code and Tax Regulations in effect for the tax
period specified in the item. If no tax period is specified,
use the current Internal Revenue Code and Tax Regula
tions. Mark only one answer for each item. Answer all
items. Your grade will be based on the total number of
your correct answers.

18. Axel Corp. is planning to buy a new machine with
the expectation that this investment should earn a dis
counted rate of return of at least 15%. This machine,
which costs $150,000, would yield an estimated net cash
flow of $30,000 a year for 10 years, after income taxes.
In order to determine the net present value of buying the
new machine, Axel should first multiply the $30,000 by
which of the following factors?
a. 20.304 (Future amount of an ordinary annuity
of $1).
b. 5.019 (Present value of an ordinary annuity of

Items to be Answered
21. Mike Karp owns machinery, with an adjusted basis
of $50,000, for use in his car-washing business. In addi
tion, Karp owns his personal residence and furniture,
which together cost him $100,000. The capital assets
amount to
a. $0
b. $ 50,000
c. $100,000
d. $150,000

$ 1).

c. 4.046 (Future amount of $1).
d. 0.247 (Present value of $1).
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26. How much of a tax credit can Eric claim on his 1983
return for the $500 political contribution?
a. $250
b. $100
c. $ 50
d. $0

Items 22 through 26 are based on the following data:
Eric Ross, who is single and has no dependents, had
an adjusted gross income of $80,000 in 1983, comprised
of the following:
Salary
Net investment income

$74,000

27. On March 1, 1984, Harry Beech received a gift of
income-producing real estate having a donor’s adjusted
basis of $50,000 at the date of the gift. Fair market value
of the property at the date of the gift was $40,000. Beech
sold the property for $46,000 on August 1, 1984. How
much gain or loss should Beech report for 1984?
a. No gain or loss.
b. $6,000 short-term capital gain.
c. $4,000 short-term capital loss.
d. $4,000 ordinary loss.

6,000

During 1983, uninsured art objects owned by Eric, with
a basis of $50,000 and a fair market value of $70,000,
sustained casualty fire damage reducing the fair market
value to $60,000. Also during 1983, Eric made the follow
ing payments:
Interest on margin account at
stockbroker
Real estate taxes on condo
minium owned by Eric’s
mother, in which Eric resides
State and city gasoline taxes
Medical insurance premiums
Unreimbursed dental expenses
Contribution to political committee
of elected public official

$18,000

28. Dan Barlow, who itemizes his deductions, had an
adjusted gross income of $70,000 in 1983. The following
additional information is available for 1983:

3,000
180
300
4,500

Cash contribution to church
Purchase of art object at
church bazaar (with a fair
market value of $1,000 on
the date of purchase)
Donation of used clothing
to Salvation Army (fair
value evidenced by
receipt received)

500

Eric elected to itemize his deductions for 1983.
22. How much can Eric claim in his itemized deductions
for interest on his 1983 return?
a. $ 6,000
b. $12,000
c. $16,000
d. $18,000

$5,000

1,600

800

What is the maximum amount Barlow can claim as a
deduction for charitable contributions in 1983?
a. $5,600
b. $6,400
c. $6,600
d. $6,800

23. How much can Eric claim as taxes in itemized
deductions on his 1983 return?
a. $0
b. $ 180
c. $3,000
d. $3,180

29. During the current year Alfred Allen sustained a
serious injury in the course of his employment. As a result
of this injury, Allen received the following amounts
during the same year:

24. How much can Eric claim in his itemized deductions
for medical and dental expenses on his 1983 return?
a. $2,400
b. $ 800
c. $ 300
d. $ 150

Workers’ compensation
Reimbursement from employer’s
accident and health plan for
medical expenses paid by Allen
Damages for personal injuries

25. How much can Eric claim in his itemized deductions
for the casualty loss on his 1983 return?
a. $0
b. $1,900
c. $2,000
d. $9,900

$2,400
1,800
8,000

How much of the above amounts should Allen include
in his gross income for the current year?
a. $12,200
b. $ 8,000
c. $ 1,800
d. $0
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33. What is Carl’s long-term capital gain in 1983, on
the sale of the Doe bond?
a. $0
b. $ 460
c. $ 700
d. $1,200

Items 30 through 33 are based on the following data:
Carl Tice, an employee of Canova Corp., received
a salary of $50,000 from Canova in 1983. Also in 1983,
Carl bought 100 shares of Nolan Corp. common stock
from Canova for $30 a share, when the market value of
the Nolan stock was $50 a share. Canova had paid $20
a share for the Nolan stock in 1975.
In addition, Carl owned a building which he leased
to Boss Co. on January 1, 1983, for a five-year term at
$500 a month. Boss paid Carl $8,000 in 1983 to cover
the following:
Rent for January to December 1983
Advance rent for January 1984
Security deposit, to be applied against
the final three months’ rent in the
fifth year of the lease

Items 34 through 36 are based on the following data:
On March 1, 1983, Lois Rice learned that she was
bequeathed 1,000 shares of Elin Corp. common stock
under the will of her uncle, Pat Prevor. Pat had paid
$5,000 for the Elin stock in 1980. Fair market value of
the Elin stock on March 1 , 1983, the date of Pat’s death,
was $8,000 and had increased to $11,000 six months later.
The executor of Pat’s estate elected the alternate valua
tion date for estate tax purposes. Lois sold the Elin stock
for $9,000 on May 1, 1983. the date that the executor
distributed the stock to her.

$6,000

500
1,500

Carl also received the following dividends in 1983, from:
Mutual Life Insurance Co., on
Carl’s life insurance policy
General Merchandise Corp., a Texas
corporation, on preferred stock
Second National Bank, on bank’s
common stock

34. How much should Lois include in her 1983 in
dividual income tax return for the inheritance of the 1,000
shares of Elin stock which she received from Pat’s estate?
a. $0
b. $ 5,000
c. $ 8,000
d. $11,000

$300
400
800

On July 1, 1983, Carl sold for $9,500, on the open
market, a $10,000 face value 10-year, noncallable, Doe
Corp. bond. This bond was part of an original issue by
Doe on July 1, 1981, and was purchased by Carl on that
date, at a discount of $1,200, for a net price of $8,800.

35. Lois’ basis for gain or loss on sale of the 1,000
shares of Elin stock is
a. $ 5,000
b. $ 8,000
c. $ 9,000
d. $11,000

30. How much should Carl report on his 1983 income
tax return as compensation incomereceived from
Canova?
a. $50,000
b. $51,000
c. $52,000
d. $53,000

36.

31. How much rent income should Carl report in his
1983 income tax return for the amounts paid to him by
Boss?
a. $6,000
b. $6,500
c. $7,500
d. $8,000

Lois should treat the 1,000 shares of Elin stock as a
a. Short-term Section 1231 asset.
b. Long-term Section 1231 asset.
c. Short-term capital asset.
d. Long-term capital asset.

37. Alex Burg, a cash basis taxpayer, earned an annual
salary of $80,000 at Ace Corp. in 1983, but elected to
take only $50,000. Ace, which was financially able to pay
Burg’s full salary, credited the unpaid balance of $30,000
to Burg’s account on the corporate books in 1983, and
actually paid this $30,000 to Burg on April 30, 1984. How
much of the salary is taxable to Burg in 1983?
a. $50,000
b. $60,000
c. $65,000
d. $80,000

32. Before the dividend exclusion, how much dividend
income should Carl report in his 1983 income tax return?
a. $ 400
b. $1,100
c. $1,200
d. $1,500
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38. Ronald Raff filed his 1983 individual income tax
return on January 15, 1984. There was no understatement
of income on the return, and the return was properly
signed and filed. The statute of limitations for Raff’s 1983
return expires on
a. January 15, 1987.
b. April 15, 1987.
c. January 15, 1990.
d. April 15, 1990.

Items 42 and 43 are based on the following data:
The partnership of Hager, Mazer & Slagle had the
following cash basis balance sheet at December 31, 1983:
Assets

39. Richard Baker filed his 1982 individual income tax
return on April 15, 1983. On December 31, 1983, he
learned that 100 shares of stock that he owned had
become worthless in 1982. Since he did not deduct this
loss on his 1982 return, Baker intends to file a claim for
refund. This refund claim must be filed no later than
April 15,
a. 1984
b. 1986
c. 1989
d. 1990

Cash
Accounts receivable
Totals

Adjusted
basis
per books
$51,000
$51,000

Market
value
$ 51,000
210,000
$261,000

Liabilities and Capital
Note payable
Capital accounts:
Hager
Mazer
Slagle
Totals

40. On July 1, 1984, Louis Herr exchanged an office
building having a fair market value of $400,000, for cash
of $80,000 plus an apartment building having a fair
market value of $320,000. Herr’s adjusted basis for the
office building was $250,000. How much gain should
Herr recognize in his 1984 income tax return?
a. $0
b. $ 80,000
c. $150,000
d. $330,000

$30,000

$ 30,000

7,000
7,000
7,000
$51,000

77,000
77,000
77,000
$261,000

Slagle, an equal partner, sold his partnership interest to
Burns, an outsider, for $77,000 cash on January 1, 1984.
In addition, Burns assumed Slagle’s share of partnership
liabilities.
42. How much ordinary income should Slagle report
in his 1984 income tax return on the sale of his partner
ship interest?
a. $0
b. $10,000
c. $70,000
d. $77,000

Number 3 (Estimated tim e----- 45 to 55 minutes)
Instructions

43. What was the total amount realized by Slagle on
the sale of his partnership interest?
a. $67,000
b. $70,000
c. $77,000
d. $87,000

Select the best answer for each of the following items
relating to the federal income taxation of corporations
and partnerships. Use a soft pencil, preferably No. 2, to
blacken the appropriate circle on the separate printed
answer sheet to indicate your answer. The answers should
be based on the Internal Revenue Code and Tax Regula
tions in effect for the tax period specified in the item.
If no tax period is specified, use the current Internal
Revenue Code and Tax Regulations. Mark only one
answer for each item. Answer all items. Your grade will
be based on the total number of your correct answers.

44. Alston Corp. has three stockholders and derives all
of its income from investments in stocks and securities.
Alston regularly distributes 51% of its taxable income as
dividends to its stockholders. Alston is a (an)
a. Corporation subject to the
accumulated earnings tax.
b. Personal holding company.
c. Exempt organization.
d. Regulated investment company.

Items to be Answered
41.

An
a.
b.
c.
d.

S corporation may
Have both common and preferred stock.
Have a corporation as a shareholder.
Be a member of an affiliated group.
Have as many as 35 shareholders.
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47. How much dividend income should Burr include in
its 1983 taxable income?
a. $0
b. $ 300
c. $1,700
d. $2,000

45. On May 1, 1984, John Alda was admitted to part
nership in the firm of Bartok & Benson. Alda’s contribu
tion to capital consisted of 500 shares of stock in Asch
Corp., purchased in 1973 for $20,000, and which had a
fair market value of $100,000 on May 1, 1984. Alda’s
interest in the partnership’s capital and profits is 25% .
On May 1, 1984, the fair market value of the partner
ship’s net assets (after Alda was admitted) was $400,000.
What was Alda’s gain in 1984 on the exchange of the
Asch stock for Alda’s partnership interest?
a. $0.
b. $80,000 ordinary income.
c. $80,000 long-term capital gain.
d. $80,000 Section 1231 gain.

48. In computing taxable income for 1983, how much
can Burr deduct for keyman and group life insurance
premiums?
a. $0
b. $ 3,000
c. $ 9,000
d. $12,000
49. In computing taxable income for 1983, what is the
maximum deduction that Burr can claim for organiza
tion costs, assuming that the appropriate election was
made on a timely basis?
a. $0
b. $ 600
c. $1,000
d. $2,400

Items 46 through 52 are based on the following data:
Max Finch was the sole stockholder of Burr, Inc.,
a company engaged principally in manufacturing opera
tions. Burr’s retained earnings at December 31, 1982,
amounted to $1,000,000. For the year ended December
31, 1983, Burr’s book income, before income taxes, was
$300,000. Included in the computation of this $300,000
were the following:

50. Finch should personally treat his $90,000 purchase
of the land as a
a. $30,000 dividend.
b. $30,000 long-term capital gain.
c. $30,000 Section 1231 gain.
d. Nontaxable transaction.

Gain on sale of land used in business
$ 10,000
Loss on sale of long-term investments
in marketable securities
15,000
Dividend income from unaffiliated
domestic taxable corporations
2,000
Keyman insurance premiums paid on
Finch’s life (Burr is beneficiary)
3,000
Group life insurance premiums paid on
employees’ lives (employees’ dependents
are beneficiaries)
9,000
Advertising Burr’s products in the
convention program of a political party 5,000
Ticket for Burr’s sales manager to attend
the state governor’s inaugural ball
300
Amortization of organization costs
1,000

51. In computing taxable income for 1983, how much
can Burr deduct for the ticket to the governor’s inaugural
ball and for the advertising in the political party’s con
vention program?
a. $0
b. $ 300
c. $5,000
d. $5,300
52. In 1984, Burr should treat the sale of its stock to
Hodge as
a. Ordinary income of $5,000.
b. Short-term capital gain of $4,000.
c. Long-term capital gain of $4,000.
d. A nontaxable transaction.

Total organization costs of $12,000 were incurred in
January 1980, and are being amortized over a 12-year
period for financial statement purposes. On July 1, 1983,
Burr sold to Finch a plot of land that Burr was not using
in its business. The sales price was $90,000, which was
also Burr’s cost two years earlier. Fair market value of
this land was $120,000 on July 1, 1983. In May 1984, Burr
sold 100 shares of its $10 par value common stock to A1
Hodge for $5,000, the fair market value at that date.

53. In determining accumulated taxable income for the
purpose of the accumulated earnings tax, which one of
the following is allowed as a deduction?
a. Capital loss carryover from prior year.
b. Dividends-received deduction.
c. Net operating loss deduction.
d. Net capital loss for current year.

46. In computing taxable income for 1983, Burr should
deduct a capital loss of
a. $0
b. $2,500
c. $5,000
d. $7,500
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54. The partnership of Martin & Clark sustained an or
dinary loss of $84,000 in 1983. The partnership, as well
as the two partners, are on a calendar-year basis. The
partners share profits and losses equally. At December
31, 1983, Clark had an adjusted basis of $36,000 for his
partnership interest, before consideration of the 1983 loss.
On his individual income tax return for 1983, Clark
should deduct an (a)
a. Ordinary loss of $36,000.
b. Ordinary loss of $42,000.
c. Ordinary loss of $36,000 and
a capital loss of $6,000.
d. Capital loss of $42,000.

58. In connection with a plan of corporate reorganiza
tion adopted in 1984, Rae Sheen exchanged 100 shares
of Bohr Corp. common stock for 300 shares of Luna
Corp. common stock. Rae had purchased the Bohr stock
in 1980 at $5 per share. Fair market value of the Luna
stock was $9 per share on the date of the exchange. As
a result of this exchange, Rae’s long-term capital gain in
1984 was
a. $0
b. $1,000
c. $1,800
d. $2,200
59. In computing its 1983 minimum tax, a corporation
must include as a tax preference
a. The dividends-received deduction.
b. ACRS excess deduction on 15-year real
property.
c. Charitable contributions.
d. Interest expense on investment property.

55. On July 1, 1984, Anne Arber received a 10% in
terest in the capital of Toty Associates, a partnership, for
past services rendered. Toty’s net assets at July 1, 1984,
had a basis of $140,000 and a fair market value of
$200,000. What income should Anne include in her 1984
income tax return for the partnership interest transferred
to her by the other partners?
a. $0.
b. $14,000 ordinary income.
c. $20,000 ordinary income.
d. $20,000 long-term capital gain.

60. A corporation may reduce its income tax by taking
a tax credit for
a. Foreign taxes.
b. Political contributions.
c. State taxes.
d. Excess charitable contributions.

56. Parent Corporation and Subsidiary Corporation file
consolidated returns on a calendar-year basis. In January
1983, Subsidiary sold land, which it had used in its
business, to Parent for $50,000. Immediately before this
sale, Subsidiary’s basis for the land was $30,000. Parent
held the land primarily for sale to customers in the
ordinary course of business. In July 1984, Parent sold
the land to Adams, an unrelated individual. In determin
ing the consolidated Section 1231 net gain for 1984, how
much should Subsidiary take into account as a result of
the 1983 sale of the land from Subsidiary to Parent?
a. $0
b. $20,000
c. $30,000
d. $50,000
57. On June 1, 1983, Green Corp. adopted a plan of
complete liquidation under Code Section 337. The
liquidation was completed within the required 12-month
period. On August 1, 1983, Green distributed to its
stockholders installment notes receivable that Green had
acquired in connection with the sale of land in 1982. The
following information pertains to these notes:
Green’s basis
Present value
Face amount

$ 90,000
162,000
185,000

How much gain must Green recognize in 1983 as a result
of this distribution?
a. $0
b. $23,000
c. $72,000
d. $95,000
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Number 4 (Estimated tim e----- 45 to 55 minutes)
The general fund trial balance of the city of Solna at December 31, 1982, was as follows:

Cash
Taxes receivable — delinquent
Estimated uncollectible taxes — delinquent
Stores inventory — program operations
Vouchers payable
Fund balance reserved for stores inventory
Fund balance reserved for encumbrances
Unreserved undesignated fund balance

Dr.
$ 62,000
46,000

Cr.
$ 8,000

18,000

$126,000

28,000
18,000
12,000
60,000
$126,000

Collectible delinquent taxes are expected to be collected within 60 days after the end of
the year. Solna uses the “ purchases” method to account for stores inventory. The follow
ing data pertain to 1983 general fund operations:
1. Budget adopted:
Revenues and other financing sources
Taxes
Fines, forfeits, and penalties
Miscellaneous revenues
Share of bond issue proceeds

$220,000

80,000
100,000
200,000

$600,000
Expenditures and other financing uses
Program operations
General administration
Stores — program operations
Capital outlay
Periodic transfer to special assessment fund

$300,000
120,000
60,000
80,000
20,000

$580,000
2. Taxes were assessed at an amount that would result in revenues of $220,800, after
deduction of 4% of the tax levy as uncollectible.
3.

Orders placed but not received:
Program operations
General administration
Capital outlay

$176,000
80,000
60,000
$316,000

4. The city council designated $20,000 of the unreserved undesignated fund balance for
possible future appropriation for capital outlay.
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Number 4 — Continued
5.

Cash collections and transfer:
Delinquent taxes
Current taxes
Refund of overpayment of invoice for purchase of equipment
Fines, forfeits, and penalties
Miscellaneous revenues
Share of bond issue proceeds
Transfer of remaining fund balance of a discontinued fund

6.

$ 38,000
226,000
4,000
88,000
90,000
200,000
18,000
$664,000

Cancelled encumbrances:
Estimated
$156,000
84,000
__ 62,000
$302,000

Program operations
General administration
Capital outlay

Actual
$166,000
80,000
62,000
$308,000

7. Additional vouchers:
Program operations
General administration
Capital outlay
Transfer to special assessment fund

$188,000
38,000
18,000
20,000

$264,000
8. Albert, a taxpayer, overpaid his 1983 taxes by $2,000. He applied for a $2,000 credit
against his 1984 taxes. The city council granted his request.
9.
10.

Vouchers paid amounted to $580,000.
Stores inventory on December 31, 1983, amounted to $12,000.

Required:
Prepare journal entries to record the effects of the foregoing data. Omit explanations.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Poe Corp. has manufacturing plants in Boston and Chicago. Both plants produce the same product,
Xoff, which sells for $20 per unit. Budgeted revenues and costs for the year ending December 31, 1985, are:
Total
Sales
Variable factory costs:
Direct material
Direct labor
Factory overhead
Fixed factory overhead costs
Fixed regional promotional costs
Allocated home office costs
Total costs
Operating income (loss)

(000 omitted)___________
Chicago
Boston

$ 6,200

$ 2,200

$ 4,000

1,550
1,660
1,140
1,600
200
310

550
660
440
700
100

1,000
1,000
700
900
100
200

6,460

2,560

$(

260 )

no
$(

360 )

3,900
$

100

Home office costs are fixed, and are allocated to manufacturing plants on the basis of relative sales levels.
Fixed regional promotional costs are discretionary advertising costs needed to obtain budgeted sales levels.
Because of the budgeted operating loss, Poe is considering the possibility of ceasing operations at its Boston
plant. If Poe were to cease operations at its Boston plant, proceeds from the sale of plant assets would
exceed their book value and exactly cover all termination costs; fixed factory overhead costs of $50,000
would not be eliminated. Poe is considering the following three alternative plans:
• Plan A — Expand Boston’s operations from the budgeted 110,000 units of Xoff, to a budgeted
170,000 units. It is believed that this can be accomplished by increasing Boston’s fixed regional promo
tional expenditures by $120,000.
• Plan B — Close the Boston plant and expand Chicago’s operations from the current budgeted
200,000 units of Xoff, to 310,000 units, in order to fill Boston’s budgeted production of 110,000 units.
The Boston region would continue to incur promotional costs in order to sell the 110,000 units. All sales
and costs would be budgeted through the Chicago plant.
• Plan C — Close the Boston plant and enter into a long-term contract with a competitor to serve
the Boston region’s customers. This competitor would pay Poe a royalty of $2.50 per unit of Xoff sold.
Poe would continue to incur fixed regional promotional costs in order to maintain sales of 110,000 units
in the Boston region.
Required:
a. Without considering the effects of implementing Plans A, B, and C, compute the number of units
of Xoff required by the Boston plant to cover its fixed factory overhead costs and fixed regional promo
tional costs.
b. Prepare a schedule by plant, and in total, computing Poe’s budgeted contribution margin and operating
income resulting from the implementation of each of the following plans:
1. Plan A.
2. Plan B.
3. Plan C.
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NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

..........................................................................................
........................................................................................,
..........................................................................................
..........................................................................................
..........................................................................................

90
15
15
15
1 5

110

T o tal....................................................................................

150

210

25
25
25
25

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the ex
amination time is up.
3. A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although the
primary purpose of the examination is to test the can
didate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language will be con
sidered by the examiners.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com-
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4. Which of the following best describes the auditor’s
responsibility for “ other information’’ included in the an
nual report to stockholders which contains financial
statements and the auditor’s report?
a . The auditor has no obligation to read the ‘‘other
information.’’
b . The auditor has no obligation to corroborate the
“ other information,’’ but should read the
“ other information’’ to determine whether it is
materially inconsistent with the financial
statements.
c. The auditor should extend the examination to
the extent necessary to verify the “ other infor
mation.’’
d. The auditor must modify the auditor’s report
to state that the “ other information is
unaudited’’ or “not covered by the auditor’s
report.’’

Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all fixed assets acquired during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex
isting internal control.
d. Count client petty cash funds.

5. The statement that “ nothing came to our attention
which would indicate that these statements are not fairly
presented’’ expresses which of the following?
a. Disclaimer of an opinion.
b Negative assurance.
c. Negative confirmation.
d. Piecemeal opinion.

Answer Sheet
96.

6. The auditor’s report should be dated as of the date
on which the
a. Report is delivered to the client.
b. Field work is completed.
c. Fiscal period under audit ends.
d. Review of the working papers is completed.

Items to be Answered

1.
A CPA, while performing an audit, strives to
achieve independence in appearance in order to
a. Reduce risk and liability.
b. Comply with the generally accepted standards
of field work.
c. Become independent in fact.
d. Maintain public confidence in the profession.

7. If information accompanying the basic financial
statements in an auditor-submitted document has been
subjected to auditing procedures, the auditor may express
an opinion which states that the accompanying informa
tion is fairly stated in
a. Conformity with generally accepted accounting
principles.
b. Terms of negative assurance.
c. All material respects in relation to the basic
financial statements taken as a whole.
d. Conformity with principles for presenting ac
companying information.

2.
The AICPA Code of Professional Ethics states that
a CPA shall not disclose any confidential information ob
tained in the course of a professional engagement except
with the consent of the client. This rule should be
understood to preclude a CPA from responding to an in
quiry made by
a. An investigative body of a state CPA society.
b. The trial board of the AICPA.
c. A CPA-shareholder of the client corporation.
d. An AICPA voluntary quality review body.

3.
In
which of
a.
b.
c.
d.

8. The objective of a review of interim financial infor
mation is to provide the CPA with a basis for
a. Expressing a limited opinion that the financial
information is presented in conformity with
generally accepted accounting principles.
b . Expressing a compilation opinion on the finan
cial information.
c. Reporting whether material modifications
should be made to such information to make
it conform with generally accepted accounting
principles.
d. Reporting limited assurance to the board of
directors only.

general, material irregularities perpetrated by
the following are most difficult to detect?
Cashier.
Key-punch operator.
Internal auditor.
Controller.
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9. An EDP input control is designed to ensure that
a. Machine processing is accurate.
b. Only authorized personnel have access to the
computer area.
c. Data received for processing are properly
authorized and converted to machine readable
form.
d. Electronic data processing has been per
formed as intended for the particular
application.

14. Using statistical sampling to assist in verifying the
year-end accounts payable balance, an auditor has ac
cumulated the following data:
Balance
Number o f
Book
determined by
accounts
the auditor
balance
?
Population
4,100
$5,000,000
$
250,000
200
Sample
$300,000
Using the ratio estimation technique, the auditor’s
estimate of year-end accounts payable balance would be
a. $6,150,000
b. $6,000,000
c. $5,125,000
d. $5,050,000

10. Carmela Department Stores has a fully integrated
EDP accounting system and is planning to issue credit
cards to credit-worthy customers. To strengthen inter
nal control by making it difficult for one to create a
valid customer account number, the company’s in
dependent auditor has suggested the inclusion of a
check digit which should be placed
a. At the beginning of a valid account number,
only.
b. In the middle of a valid account number,
only.
c. At the end of a valid account number, only.
d. Consistently in any position.

15. The preliminary phase of the auditor’s review of
internal control is designed to provide information on
three matters. Which of the following is not a purpose
of the preliminary review?
a. Determine the extent to which EDP is used in
significant accounting applications.
b. Understand the flow of transactions in the
system.
c. Comprehend the basic structure of accounting
control.
d. Identify the controls on which reliance is
planned.

11. Which of the following methods of testing applica
tion controls utilizes a generalized audit software
package prepared by the auditors?
a. Parallel simulation.
b. Integrated testing facility approach.
c. Test data approach.
d. Exception report tests.

16. When a data base administrator’s position exists
within a client organization, the auditor must be aware
of the
a. Output effectiveness/efficiency considera
tions.
b. Need for coded program files.
c. Use of encrypted dialog in a two-way authen
tication process.
d. Inherent violation of the principle of separa
tion of duties.

12. In which of the following circumstances may the
auditor issue the standard audit report?
a. The principal auditor assumes responsibility
for the work of another auditor.
b. The financial statements are affected by a
departure from a generally accepted accoun
ting principle.
c. The auditor’s report covers the company’s
first year of operations.
d. The auditor wishes to emphasize a matter
regarding the financial statements.

17. A written representation from a client’s manage
ment which, among other matters, acknowledges
responsibility for the fair presentation of financial
statements, should normally be signed by the
a. Chief executive officer and the chief financial
officer.
b. Chief financial officer and the chairman of
the board of directors.
c. Chairman of the audit committee of the board
of directors.
d. Chief executive officer, the chairman of the
board of directors, and the client’s lawyer.

13. Which of the following models expresses the
general relationship of risks associated with the
auditor’s evaluation of internal accounting controls
(IC), analytical review procedures and other relevant
substantive tests (AR), and ultimate audit risk (UR),
that would lead the auditor to conclude that additional
substantive tests of details of an account balance are not
necessary?
a.
b.
c.
d.

AR
20%
20%
10%
30%

IC
40%
60%
10%
40%

18. To ascertain the exact name of the corporate
client, the auditor relies primarily on
a. Corporate minutes.
b. Bylaws.
c. Articles of incorporation.
d. Tax returns.

UR
10%
5%
4½ %
5½ %
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25. Which of the following portions of a continuing
auditor’s opinion paragraph on comparative financial
statements is incorrect?
a. In our opinion, the financial statements re
ferred to above present fairly the financial
position. . . .
b. Of XYZ Company as of December 31, 1980
and 1979, and the results of its operations and
the changes in its financial position . . . .
c. For the years then ended, in conformity with
generally accepted accounting principles . . . .
d. Applied on a basis consistent with that of the
preceding year.

19. Which of the following is not among the errors
that an auditor might include in the test data when
auditing a client’s EDP system?
a. Numeric characters in alphanumeric fields.
b. Authorization code.
c. Differences in description of units of measure.
d. Illogical entries in fields whose logic is tested
by programmed consistency checks.
20. Which of the following, if material, would be an
irregularity?
a. Mistakes in the application of accounting
principles.
b. Clerical mistakes in the accounting data
underlying the financial statements.
c. Misappropriation of an asset or groups of
assets.
d. Misinterpretations of facts that existed when
the financial statements were prepared.

26. Which of the following ratios would be the least
useful in reviewing the overall profitability of a manufac
turing company?
a. Net income to net worth.
b. Net income to working capital.
c. Net income to sales.
d. Net income to total assets.

21. Which of the following should an auditor obtain
from the predecessor auditor prior to accepting an audit
engagement?
a. Analysis of balance sheet accounts.
b. Analysis of income statement accounts.
c. All matters of continuing accounting signifi
cance.
d. Facts that might bear on the integrity of
management.

27. An auditor would be least likely to use confirma
tions in connection with the examination of
a. Inventories.
b. Refundable income taxes.
c. Long-term debt.
d. Stockholders’ equity.

22. If the auditor obtains satisfaction with respect to
the accounts receivable balance by alternative pro
cedures because it is impracticable to confirm accounts
receivable, the auditor’s report should be unqualified
and could be expected to
a. Disclose that alternative procedures were used
due to a client-imposed scope limitation.
b. Disclose that confirmation of accounts re
ceivable was impracticable in the opinion
paragraph.
c. Not mention the alternative procedures.
d. Refer to a footnote that discloses the alter
native procedures.

28. An auditor would be most likely to identify a con
tingent liability by mailing a(an)
a. Standard bank confirmation.
b. Related party transaction confirmation.
c. Accounts payable confirmation.
d. Transfer agent confirmation.
29. In
method
a.
b.
c.
d.

23. An auditor usually examines receiving reports to
support entries in the
a. Voucher register and sales returns journal.
b. Sales journal and sales returns journal.
c. Voucher register and sales journal.
d. Check register and sales journal.

auditing through a computer, the test data
is used by auditors to test the
Accuracy of input data.
Validity of the output.
Procedures contained within the program.
Normalcy of distribution of test data.

30. The auditor’s inquiries of management regarding
supplementary information on the effects of price level
changes should be directed to the judgments made
concerning
a. Relevance and validity.
b. Measurement and presentation.
c. Accuracy and objectivity.
d. Rights and obligations.

24. An auditor should perform alternative procedures
to substantiate the existence of accounts receivable
when
a. No reply to a positive confirmation request is
received.
b. No reply to a negative confirmation request is
received.
c. Collectibility of the receivables is in doubt.
d. Pledging of the receivables is probable.

31. To test for unsupported entries in the ledger, the
direction of audit testing should be from the
a. Journal entries.
b. Ledger entries.
c. Original source documents.
d. Externally generated documents.
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38. Which of the following subsequent events will be
least likely to result in an adjustment to the financial
statements?
a. Culmination of events affecting the realization
of accounts receivable owned as of the balance
sheet date.
b. Culmination of events affecting the realization
of inventories owned as of the balance sheet
date.
c. Material changes in the settlement of liabilities
which were estimated as of the balance sheet
date.
d. Material changes in the quoted market prices
of listed investment securities since the balance
sheet date.

32. In assessing sampling risk, the risk of incorrect re
jection and the risk of underreliance on internal accoun
ting control relate to the
a. Efficiency of the audit.
b. Effectiveness of the audit.
c. Selection of the sample.
d. Audit quality controls.
33. In a manufacturing company, which one of the
following audit procedures would give the least assur
ance of the valuation of inventory at the audit date?
a. Testing the computation of standard overhead
rates.
b. Examining paid vendors’ invoices.
c. Reviewing direct labor rates.
d. Obtaining confirmation of inventories
pledged under loan agreements.
34.

39. An auditor’s report on internal control of a publicly
held company would ordinarily be of least use to
a. Shareholders.
b. Officers.
c. Directors.
d. Regulatory agencies.

Comfort letters are ordinarily signed by the
a. Independent auditor.
b. Client.
c. Client’s lawyer.
d. Internal auditor.

40. The auditor can best verify a client’s bond sinking
fund transactions and year-end balance by
a. Confirmation with individual holders of
retired bonds.
b. Confirmation with the bond trustee.
c. Recomputation of interest expense, interest
payable, and amortization of bond discount or
premium.
d. Examination and count of the bonds retired
during the year.

35. Which of the following would be least likely to be
comparable between similar corporations in the same
industry line of business?
a. Earnings per share.
b. Return on total assets before interest and
taxes.
c. Accounts receivable turnover.
d. Operating cycle.
36. To improve accountability for fixed asset retire
ments, management most likely would implement a
system of internal control that includes
a. Continuous analysis of the repairs and main
tenance account.
b. Periodic inquiry of plant executives by inter
nal auditors as to whether any plant assets
have been retired.
c. Continuous utilization of serially numbered
retirement work orders.
d. Periodic inspection of insurance policies by
the internal auditors.

41. The fourth reporting standard requires the
auditor’s report to contain either an expression of opi
nion regarding the financial statements taken as a whole,
or an assertion to the effect that an opinion cannot be ex
pressed. The objective of the fourth standard is to
prevent
a. An auditor from reporting on one basic finan
cial statement and not the others.
b. An auditor from expressing different opinions
on each of the basic financial statements.
c. Management from reducing its final respon
sibility for the basic financial statements.
d. Misinterpretations regarding the degree of
responsibility the auditor is assuming.

37. Pursuant to the AICPA rules of conduct, if a part
ner in a two-member partnership dies, the surviving
partner may continue to practice as an individual under
the existing firm title which includes the deceased part
ner’s name
a. For a period of time not to exceed five years.
b. For a period of time not to exceed two years.
c. Indefinitely.
d. Until the partnership pay-out to the deceased
partner’s estate is terminated.

42. The auditor’s review of the client’s system of inter
nal accounting control is documented in order to
substantiate
a. Conformity of the accounting records with
generally accepted accounting principles.
b. Compliance with generally accepted auditing
standards.
c. Adherence to requirements of management.
d. The fairness of the financial statement presen
tation.
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49. Which one of the following is generally more im
portant in a review than in a compilation?
a. Determining the accounting basis on which the
financial statements are to be presented.
b. Gaining familiarity with industry accounting
principles and practices.
c. Obtaining a signed engagement letter.
d. Obtaining a signed representation letter.

43. A CPA who is engaged to prepare an income tax
return has a duty to prepare it in such a manner that the
tax is
a. The legal minimum.
b. Computed in conformity with generally ac
cepted accounting principles.
c. Supported by the client’s audited financial
statements.
d. Not subject to change upon audit.

50. An auditor’s opinion reads as follows: “ In our opi
nion, except for the above-mentioned limitation on the
scope of our examination... ’’ This is an example of a(an)
a. Review opinion.
b. Emphasis of a matter.
c. Qualified opinion.
d. Unacceptable reporting practice.

44. For effective internal control purposes, which of
the following individuals should be responsible for mail
ing signed checks?
a. Receptionist.
b. Treasurer.
c. Accounts payable clerk.
d. Payroll clerk.

51. When a client will not make essential corporate
minutes available to the auditor, the audit report will
probably contain a(an)
a. Unqualified opinion.
b. Adverse opinion.
c. Qualified opinion.
d. Disclaimer of opinion.

45. When unable to determine the amounts associated
with certain illegal acts committed by a client, the
auditor would most likely issue
a. A review opinion with a separate explanatory
paragraph.
b. Only an adverse opinion.
c. Either a qualified opinion or an adverse
opinion.
d. Either a qualified opinion or a disclaimer of
opinion.

52. Auditors’ reports issued in connection with which
of the following are generally not considered to be special
reports or special purpose reports?
a. Specified elements, accounts, or items of a
financial statement.
b. Compliance with aspects of contractual
agreements related to audited financial
statements.
c. Financial statements prepared in conformity
with the price-level basis of accounting.
d. Compiled financial statements prepared in ac
cordance with appraised liquidation values.

46. Inclusion of which of the following in a promo
tional brochure published by a CPA firm would be most
likely to result in a violation of the AICPA rules of con
duct?
a. Reprints of newspaper articles which are
laudatory with respect to the firm’s expertise.
b. Services offered and fees for such services, in
cluding hourly rates and fixed fees.
c. Educational and professional attainments of
partners.
d. Testimonials and endorsements.

53. An auditor’s report includes a statement that, “ the
financial statements do not present fairly the financial
position, results of operations or changes in financial
position in conformity with generally accepted accoun
ting principles.’’ This auditor’s report was probably
issued in connection with financial statements that were
a. Prepared on a comprehensive basis of accoun
ting other than generally accepted accounting
principles.
b. Restricted for use by management.
c. Misleading.
d. Condensed.

47. The auditor will most likely perform extensive
tests for possible understatement of
a. Revenues.
b. Assets.
c. Liabilities.
d. Capital.
48. In updating a computerized accounts receivable
file, which one of the following would be used as a
batch control to verify the accuracy of posting cash
remittances?
a. The sum of net sales.
b. The sum of cash deposits less discounts taken
by customers.
c. The sum of cash deposits plus discounts taken
by customers.
d. The sum of net sales plus discounts taken by
customers.

54. The CPA who undertakes the performance of a
management advisory service engagement should bear in
mind that the results should
a. Increase the client’s earnings capabilities.
b. Be communicated in quantitative terms.
c. Not be set forth as quantitative estimates.
d. Not be explicitly or implicitly guaranteed.
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55. Anyone inquiring about the professional reputa
tion and standing of a CPA firm may contact the
AICPA Division for CPA Firms and expect to receive
a. Copies of complaints against the CPA firm
that are currently being adjudicated by the
AICPA Trial Board.
b. Copies of peer review reports on the CPA
firm after the reports have been accepted by
the Division.
c. Information regarding administrative repri
mands that were issued by the Division to in
dividuals within the CPA firm.
d. Information regarding pending investigations
of individuals within the CPA firm.

60. When the principal auditor decides to make
reference to the other auditor’s examination, the prin
cipal auditor’s report should always indicate clearly, in
both the scope and opinion paragraphs, the
a. Magnitude of the portion of the financial
statements examined by the other auditor.
b. Name of the other auditor.
c. Division of responsibility.
d. Disclaimer of responsibility with respect to the
portion of the financial statements examined
by the other auditor.

56. If a lawyer refuses to furnish corroborating infor
mation regarding litigation, claims, and assessments,
the auditor should
a. Honor the confidentiality of the client-lawyer
relationship.
b. Consider the refusal to be tantamount to a
scope limitation.
c. Seek to obtain the corroborating information
from management.
d. Disclose this fact in a footnote to the financial
statements.

Pierce, an independent auditor, was engaged to ex
amine the financial statements of Mayfair Construction
Incorporated for the year ended December 31, 1983.
Mayfair’s financial statements reflect a substantial
amount of mobile construction equipment used in the
firm’s operations. The equipment is accounted for in a
subsidiary ledger. Pierce performed a study and evalua
tion of internal accounting control and found it
satisfactory.

Number 2 (Estimated tim e----- 15 to 25 minutes)

Required:
Identify the substantive audit procedures which
Pierce should utilize in examining mobile construction
equipment and related depreciation in Mayfair’s finan
cial statements.

57. Given random selection, the same sample size, and
the same precision requirement for the testing of two
unequal populations, the risk of overreliance on the
smaller population is
a. The same as the risk of overreliance on the
larger population.
b. Higher than the risk of overreliance on the
larger population.
c. Lower than the risk of overreliance on the
larger population.
d. Indeterminable relative to the risk of over
reliance on the larger population.

Number 3 (Estimated tim e----- 15 to 25 minutes)
Cassandra Corporation, a manufacturing com
pany, periodically invests large sums in marketable equi
ty securities. The investment policy is established by the
Investment Committee of the Board of Directors, and
the treasurer is responsible for carrying out the Invest
ment Committee’s directives. All securities are stored in
a bank safe deposit vault.
The independent auditor’s internal control ques
tionnaire with respect to Cassandra’s investments in
marketable equity securities contains the following three
questions:
• Is investment policy established by the Invest
ment Committee of the Board of Directors?
• Is the treasurer solely responsible for carrying
out the Investment Committee’s directives?
• Are all securities stored in a bank safe deposit
vault?

58. The auditor who wishes to point out that the entity
has significant transactions with related parties should
disclose this fact in
a. An explanatory paragraph to the auditor’s
report.
b. An explanatory footnote to the financial
statements.
c. The body of the financial statements.
d. The “ Summary of significant accounting
policies’’ section of the financial statements.
59. According to the AICPA Code of Professional
Ethics, a CPA who has a financial interest in a partner
ship that invests in a potential client is considered to
have
a. An indirect financial interest in the client.
b. A direct financial interest in the client.
c. No financial interest in the client.
d. A partial financial interest in the client.

Required:
In addition to the above three questions, what ques
tions should the auditor’s internal control questionnaire
include with respect to the company’s investments in
marketable equity securities?
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Indicate what each of the code letters “ B” through “ P ” represents. Do not discuss adequacies or inadequacies
in the system of internal control.

Required:

While auditing the Top Manufacturing Corporation the auditor prepared the above flowchart of credit sales activities.
In this flowchart Code Letter “ A” represents CUSTOMER.

TOP MANUFACTURING CORPORATION
Flowchart of Credit Sales Activities

Number 4 (Estimated time ----- 15 to 25 minutes)
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Examination Questions — November 1984
Number 5 (Estimated time 1 5 ----- 25 minutes)
Devon Incorporated engaged Smith to examine its
financial statements for the year ended December 31,
1983. The financial statements of Devon Incorporated
for the year ended December 31, 1982, were examined
by Jones whose March 31, 1983, auditor’s report ex
pressed an unqualified opinion. This report of Jones is
not presented with the 1983-1982 comparative financial
statements.
Smith’s working papers contain the following in
formation that does not appear in footnotes to the 1983
financial statements as prepared by Devon Incor
porated:
•

One director appointed in 1983 was formerly a
partner in Jones’ accounting firm. Jones’ firm
provided financial consulting services to Devon
during 1979 and 1978, for which Devon paid
approximately $1,600 and $9,000, respectively.

•

The company refused to capitalize certain lease
obligations for equipment acquired in 1983.
Capitalization of the leases in conformity with
generally accepted accounting principles would
have increased assets and liabilities by $312,000
and $387,000 respectively, and decreased retained
earnings as of December 31, 1983, by $75,000, and
would have decreased net income and earnings per
share by $75,000 and $.75 respectively for the year
then ended. Smith has concluded that the leases
should have been capitalized.

•

During the year, Devon changed its method of
valuing inventory from the first-in, first-out
method to the last-in, first-out method. This
change was made because management believes
LIFO more clearly reflects net income by pro
viding a closer matching of current costs and cur
rent revenues. The change had the effect of reduc
ing inventory at December 31, 1983 by $65,000
and net income and earnings per share by $38,000
and $.38 respectively for the year then ended. The
effect of the change on prior years was im
material; accordingly, there was no cumulative
effect of the change. Smith firmly supports the
company’s position.
After completion of the field work on February 29,
1984, Smith concludes that the expression of an adverse
opinion is not warranted.
Required:
Prepare the body of Smith’s report dated February
29, 1984, and addressed to the Board of Directors to
accompany the 1983-1982 comparative financial state
ments.
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EXAMINATION IN BUSINESS LAW
(Commercial Law)
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NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1 .................................................................................
2
3
4
5

...............................................................................................
...............................................................................................
...............................................................................................
.............................................................................................

T otal....................................................................................

no

130

15
15
15
_15_

20
20

170

20
20

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.
3. A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language will
be considered by the examiners.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
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3. To recover in a common law action based upon
fraud against a CPA with regard to an audit of financial
statements, the plaintiff must prove among other things
a. Privity of contract.
b. Unavailability of any other cause of action.
c. That there was a sale or purchase of securities
within a six month period that resulted in a loss.
d. Reliance on the financial statements.

Number 1 (Estimated tim e----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4. Doe and Co., CPAs, issued an unqualified opinion
on the 1983 financial statements of Marx Corp. These
financial statements were included in Marx’s annual
report and form 10K filed with the SEC. Doe did not
detect material misstatements in the financial statements
as a result of negligence in the performance of the audit.
Based upon the financial statements, Fitch purchased
stock in Marx. Shortly thereafter, Marx became insol
vent, causing the price of the stock to decline drastical
ly. Fitch has commenced legal action against Doe for
damages based upon section 10(b) and rule 10b-5 of the
Securities Exchange Act of 1934. Doe’s best defense to
such an action would be that
a. Fitch lacks privity to sue.
b. The engagement letter specifically disclaimed
all liability to third parties.
c. There is no proof of scienter.
d. There has been no subsequent sale for which
a loss can be computed.

Item
99. The text of the letter from Bridge Builders, Inc.,
to Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4
steel pipe at today’s quoted price for delivery
two months from today. Your acceptance
must be received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.

5. Hall purchased Eon Corp. bonds in a public offer
ing subject to the Securities Act of 1933. Kosson and Co.,
CPAs, rendered an unqualified opinion on Eon’s finan
cial statements, which were included in Eon’s registra
tion statement. Kosson is being sued by Hall based upon
misstatements contained in the financial statements. In
order to be successful, Hall must prove

Answer Sheet

Items to be Answered

1.
In a common law action against an accountant, the
lack of privity is a viable defense if the plaintiff
a. Bases his action upon fraud.
b. Is the accountant’s client.
c. Is a creditor of the client who sues the accoun
tant for negligence.
d. Can prove the presence of gross negligence
which amounts to a reckless disregard for the
truth.

a.
b.
c.
d.

Damages
Yes
Yes
Yes
No

Materiality o f the
misstatement
Yes
Yes
No
Yes

Kosson’s
scienter
Yes
No
No
Yes

6.
Dexter and Co., CPAs, issued an unqualified opin
ion on the 1983 financial statements of Bart Corp. Late
in 1984, Bart determined that its treasurer had embezzled
over $1,000,000. Dexter was unaware of the embezzle
ment. Bart has decided to sue Dexter to recover the
$1,000,000. Bart’s suit is based upon Dexter’s failure to
discover the missing money while performing the audit.
Which of the following is Dexter’s best defense?
a. That the audit was performed in accordance
with GAAS.
b. Dexter had no knowledge of the embezzlement.
c. The financial statements were presented in con
formity with GAAP.
d. The treasurer was Bart’s agent and as such had
designed the internal controls which facilitated
the embezzlement.

2.
Rhodes Corp. desired to acquire the common stock
of Harris Corp. and engaged Johnson & Co., CPAs, to
audit the financial statements of Harris Corp. Johnson
failed to discover a significant liability in performing the
audit. In a common law action against Johnson, Rhodes
at a minimum must prove
a. Gross negligence on the part of Johnson.
b. Negligence on the part of Johnson.
c. Fraud on the part of Johnson.
d. Johnson knew that the liability existed.

36

Business Law

11. Unless otherwise provided in the limited partnership
agreement, which of the following statements is correct?
a. A general partner’s capital contribution may not
consist of services rendered to the partnership.
b. Upon the death of a limited partner the part
nership will be dissolved.
c. A person may own a limited partnership interest
in the same partnership in which he is a general
partner.
d. Upon the assignment of a limited partner’s in
terest, the assignee will become a substituted
limited partner if the consent of two-thirds of
all partners is obtained.

7.
If a stockholder sues a CPA for common law fraud
based upon false statements contained in the financial
statements audited by the CPA, which of the following
is the CPA’s best defense?
a. The stockholder lacks privity to sue.
b. The CPA disclaimed liability to all third parties
in the engagement letter.
c. The contributory negligence of the client.
d. The false statements were immaterial.

The accountant-client privilege
a. May not be waived by either the accountant or
the client.
b. Is intended to protect full and honest disclosure
between accountant and client.
c. Is as widely recognized as the attorney-client
privilege.
d. Only applies to written documents.

Items 12 and 13 are based on the following information:
Darla, Jack, and Sam have formed a partnership with
each agreeing to contribute $100,000. Jack and Sam each
contributed $100,000 cash. Darla contributed $75,000 cash
and agreed to pay an additional $25,000 two years later.
After one year of operations the partnership is insolvent.
The liabilities and fair market value of the assets of the
partnership are as follows:

9.
A preparer of a tax return may incur penalties under
the Internal Revenue Code in all of the following cases
except where the taxpayer
a. Substantially overvalues property donated to a
charitable organization.
b. Claims a substantial deduction for unpaid ex
penses incurred by the cash basis taxpayer.
c. Claims a substantial deduction for a loss
resulting from an accidental fire.
d. Takes a position at variance with the Internal
Revenue Code and a U.S. Supreme Court deci
sion on the specific point.

Assets
Cash
Trade accounts receivable
Receivable from Darla
Equipment

$ 40,000
35,000
25,000
100,000

$200,000

Liabilities
Trade accounts payable

10. Alex Stone, CPA, prepared Ray Pym’s 1983 federal
income tax return. Pym advised Stone that he had paid
doctors’ bills of $15,000 during 1983, when in fact Pym
had paid only $3,000 of bills. Based on Pym’s representa
tions, Stone properly computed the medical expense
deduction, with consequent understatement of tax liability
of more than $5,000. Pym’s total tax liability shown on
the return was $40,000. Stone had no reason to doubt the
accuracy of Pym’s figures, although Stone did not request
documentation for the expenses claimed; but he was
assured by Pym that sufficient corroborative evidence of
these expenses existed. In connection with Stone’s prepara
tion of Pym’s 1983 return, Stone is
a. Not subject to any IRS penalty or interest.
b. Not subject to any IRS penalty, but is liable for
interest on the underpayment of tax.
c. Subject to the negligence penalty.
d. Subject to the penalty for willful understatement
of tax liability.

$410,000

Both Jack and Sam are personally insolvent. Darla has
a net worth of $750,000.
12. If Darla is a general partner, what is her maximum
potential liability?
a. $ 95,000
b. $185,000
c. $210,000
d. $235,000
13. If Darla is a limited partner, what is her maximum
potential liability?
a. $0
b. $ 25,000
c. $210,000
d. $235,000
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14. Dent is an agent for Wein pursuant to a written agree
ment with a three-year term. After two years of the term,
Wein decides that he would like to terminate the relation
ship with Dent. Wein may terminate the relationship
a. Without cause, but may be held liable for breach
of contract.
b. Even if Dent is an agent coupled with an interest.
c. Without cause, but may be held liable for the
intentional interference with an existing
contract.
d. Only if Dent breaches the fiduciary duties owed
to Wein.

18. The following conversation took place between Mary
and Ed. Mary: “ Ed, if you wanted to sell your table,
what would you ask for it?’’ Ed: “ I suppose $400 would
be a fair price.’’ Mary: “ I’ll take it, if you will have it
refinished.’’ Ed: “ Sold.’’ Thus
a. Ed’s statement: “ I suppose $400 would be a
fair price’’ constituted an offer.
b. Mary’s reply: “ I’ll take it, if you will have it
refinished’’ was a conditional acceptance, ter
minating Ed’s offer.
c. No contract resulted since Ed never stated he
would actually sell the table for $400.
d. A contract was formed when Ed said: “ Sold.”

15. Sol, an agent for May, made a contract with Simon
which exceeded Sol’s authority. If May wishes to hold
Simon to the contract, May must prove that
a. Sol was May’s general agent even though Sol
exceeded his authority.
b. Sol believed he was acting within the scope of
his authority.
c. Sol was acting in the capacity of an agent for
an undisclosed principal.
d. May ratified the contract before withdrawal
from the contract by Simon.

19. On January 1, Lemon wrote Martin offering to sell
Martin his ranch for $80,000cash. Lemon’s letter indicated
that the offer would remain open until February 15 if
Martin mailed $100 by January 10. On January 5, Martin
mailed $100 to Lemon. On January 30, Martin telephoned
Lemon stating that he would be willing to pay $60,000
for the ranch. Lemon refused to sell at that price and im
mediately placed the ranch on the open market. On
February 6, Martin mailed Lemon a letter accepting the
original offer to buy the ranch at $80,000. The following
day, Lemon received Martin’s acceptance. At that time
the ranch was on the market for $100,000. Which of the
following is correct?
a. Martin’s mailing of $100 to Lemon on January
5 failed to create an option.
b. M artin’s communication of January 30
automatically terminated Lemon’s offer of
January 1.
c. The placing of the ranch on the market by
Lemon constituted an effective revocation of his
offer of January 1.
d. Martin’s letter of February 6 formed a binding
contract based on the original terms of Lemon’s
January 1 letter.

16. Fine Tuning, Inc., sent Watson a letter offering to
sell Watson a custom made automobile for $75,000.
Watson immediately sent a telegram to Fine purporting
to accept the offer. However, the telegraph company
erroneously delivered the telegram to Pine Tuna, Inc.
Three days later, Fine mailed a letter of revocation to Wat
son which was received by Watson. Fine refused to sell
Watson the automobile. Watson sued Fine for breach of
contract. Fine
a. Will be liable for breach of contract.
b. Will avoid liability due to the telegraph com
pany’s error.
c. Will avoid liability since it revoked its offer prior
to receiving Watson’s acceptance.
d. Would have been liable under the deposited
acceptance rule only if Watson had accepted by
mail.

20. Aqua, Inc., a Florida corporation, entered into a
contract for $30,000 with Sing, Inc., to perform plumb
ing services in a complex owned by Sing in Virginia. After
the work was satisfactorily completed, Sing discovered that
Aqua violated Virginia’s licensing law by failing to ob
tain a plumbing license. Virginia’s licensing statute was
regulatory in nature, serving to protect the public against
unskilled and dishonest plumbers. Upon Sing’s request,
independent appraisals of Aqua’s work were performed,
which indicated that the complex was benefitted to the
extent of $25,000. Sing refuses to pay Aqua. If Aqua brings
suit it may recover
a. $30,000.
b. $25,000.
c. Nothing.
d. An amount sufficient to cover its out of pocket
costs.

17. The president of Smith, Inc., wrote to Johnson
offering to sell the Smith warehouse for $190,000. The
offer was sent by Smith on May 1 and was received by
Johnson on May 5. The offer stated that it would remain
open until November 15. The offer
a. Is a firm offer under the UCC since it is in
writing.
b. Is a firm offer under the UCC but will be
irrevocable for only three months.
c. May be revoked by Smith any time prior to
Johnson’s acceptance.
d. Constitutes an enforceable option.

38

Business Law

21.

25. Red purchased a life insurance policy from Ace
Insurance Co. naming his wife Bertha as the sole
beneficiary. In order for Bertha to qualify as a donee
beneficiary she must
a. Have had knowledge of the insurance contract
at the time the contract was entered into.
b. Be in privity of contract with Ace.
c. Have provided consideration.
d. Have been the person intended to be benefitted
from the life insurance contract.

An oral contract to sell land will be enforceable if the
a. Contract is capable of full performance within
one year.
b. Total sales price is less than $500.
c. Buyer has made a part payment.
d. Parties have fully performed the contract.

22. Jim entered into an oral agency agreement with
Sally whereby he authorized Sally to sell his interest in a
parcel of real estate, Blueacre. Within seven days Sally
sold Blueacre to Dan, signing the real estate contract on
behalf of Jim. Dan failed to record the real estate con
tract within a reasonable time. Which of the following is
correct?
a. Dan may enforce the real estate contract against
Jim since it satisfied the statute of frauds.
b. Dan may enforce the real estate contract against
Jim since Sally signed the contract as Jim’s
agent.
c. The real estate contract is unenforceable against
Jim since Sally’s authority to sell Blueacre was
oral.
d. The real estate contract is unenforceable against
Jim since Dan failed to record the contract
within a reasonable time.

Items 26 and 27 are based on the following
information:
Frank has been involuntarily petitioned into
bankruptcy under the liquidation provisions of the
Bankruptcy Code. After reducing Frank’s non-exempt
property to cash, the following expenses and unsecured
claims of creditors remain:
Expenses
Fees incurred to recover property
belonging in the bankrupt’s estate
Costs necessary to sell the property of
the estate

23. Fred entered into a written contract with Joe to pur
chase a car. The written contract was intended to be the
final and complete agreement of the parties. Fred is
unhappy with the performance of the car and has com
menced an action for breach of contract based on an oral
representation made at the time the written contract was
executed. Fred may introduce evidence of the representa
tion if it
a. Completely modifies the written contract.
b. Contradicts the written agreement.
c. Serves to clarify an ambiguous term in the
written contract.
d. Falls within the provisions of the statute of
frauds.

$ 9,000
$

6,000

Unsecured Claims
Wage claims of John Doe, earned as an
employee of Frank within 61 days of
the filing of the bankruptcy petition
Income taxes for the two years immediately
preceding the filing of the bankruptcy
petition

$ 3,000
$80,000

26. If the cash available for distribution is $12,000, what
amount(s) will be distributed for expenses?

24. Ketchum Builders, Inc., contracted with Samson to
construct a high-rise office building for $800,000. Ketchum
inadvertently used materials which were not in accordance
with the contract specifications. Although the breach
resulted in minor damages, Samson has refused to pay
Ketchum the $100,000 balance due on the contract.
Ketchum
a. Will be denied recovery since any variation of
the contract terms constitutes a breach of the
entire contract.
b. Will be denied recovery based on the equitable
doctrine of clean hands.
c. Is entitled to the entire $100,000 since it has
substantially performed the contract.
d. Is entitled to the $100,000 less damages.

a.
b.
c.
d.

Fees to recover
property of the
estate
$0
$6,000
$7,200
$9,000

Costs to sell
property of the
estate
$0
$6,000
$4,800
$3,000

27. If the cash available for distribution is $25,000, what
amount will be distributed for the income tax claims?
a. $ 7,000
b. $ 8,000
c. $10,000
d. $25,000
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33. The term “ illegal per se’’ as it is frequently used in
antitrust law
a. Applies exclusively to illegal price fixing and
other related activities by competitors.
b. Must be established by the Justice Department
in order to impose criminal sanctions under the
Federal Trade Commission Act.
c. Represents anticompetitive conduct or agree
ments which are inherently illegal and without
legal justification.
d. Applies exclusively to illegal anticompetitive
activities by competitors.

28. The trustee in bankruptcy of a landlord-debtor under
a Chapter 7 liquidation
a. Must be elected by the creditors immediately
after a bankruptcy petition is filed.
b. May not be appointed by the court after the
order for relief has been entered.
c. Must reject the executory contracts of the
debtor.
d. May assign the leases of the debtor.
29. Which of the following transactions is subject to the
Bulk Transfers Article of the UCC?
a. A transfer of substantially all the assets of an
accounting firm.
b. A sale of assets by a receiver.
c. A transfer of substantially all the merchandise
of a retailer.
d. A general assignment for the benefit of all the
creditors of the transferor.

34. Section 7 of the Clayton Act is the primary statutory
provision used by the Department of Justice in control
ling anticompetitive mergers and acquisitions. In general,
the Clayton Act is invoked because
a. The Sherman Act applies to asset mergers or
acquisitions only and not to stock mergers or
acquisitions.
b. It provides for harsher criminal penalties than
does the Sherman Act.
c. It enables the Department of Justice to proscribe
mergers and acquisitions in their incipiency.
d. It provides for exclusive jurisdiction over such
activities.

30. Beta Corp. transferred its entire inventory to Alpha.
Alpha did not give notice of the transfer to Beta’s creditors
as required by the Bulk Transfers Article of the UCC.
Within thirty days, Alpha transferred the inventory to Lux.
As a result
a. Lux will take free of the claims of Beta’s
creditors under all circumstances.
b. Lux will take subject to the claims of Beta’s
creditors if Lux had knowledge of Alpha’s
failure to give notice.
c. Beta may reacquire its inventory from Lux,
declaring the original transfer to Alpha invalid.
d. The entire transaction is void as against public
policy.

35. An agreement made among several large competitors
is permissible under the antitrust laws when the parties
have
a. Undertaken to persuade the legislature to take
some action that could result in a lessening of
competition.
b. Fixed maximum resale prices.
c. Fixed minimum resale prices.
d. Used common price lists which served merely
as the starting point for customer bargaining.

31. Long Corp. entered into agreements with its retailers
whereby they agreed not to sell Long batteries beneath
the minimum prices determined by Long. In exchange for
this agreement, Long promised not to sell batteries at retail
in the retailers’ respective territories. The agreement did
not preclude the retailers from selling competing brands
of batteries. The agreement is
a. Legal since the retailers are permitted to sell the
competing brands at any price they choose.
b. Legal if the batteries are sold under Long’s
exclusive trademark.
c. An exception to the price fixing provision of the
Sherman Act because Long has given up the
right to sell in the various territories.
d. Illegal even though the minimum prices are
reasonable.

36. In reviewing an administrative agency’s decision a
court will generally
a. Accept jurisdiction whether or not all ad
ministrative appeals have been exhausted.
b. Make its own independent determinations of
fact.
c. Make a redetermination as to the credibility of
witnesses who testified before the agency.
d. Affirm the decision of the agency if it is both
reasonable and rational.
37.

32. Which of the following sanctions is/are available
against an individual who has violated the federal antitrust
laws?
Fine
Imprisonment
Civil damages
a.
Yes
Yes
Yes
b.
Yes
Yes
No
c.
Yes
No
Yes
d.
Yes
No
No
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Federal unemployment taxes
a. Are deductible by an employee on his individual
tax return.
b. Are deductible as a business expense on the
federal income tax return of a corporate
employer.
c. May be offset by a credit equal to the amount
of the federal tax liability if the employer con
tributes to an approved state unemployment
fund.
d. Are imposed on the employer and employee.

Business Law

42. Which of the following is subject to the registration
requirements of the Securities Act of 1933?
a. Public sale of its bonds by a municipality.
b. Public sale by a corporation of its negotiable
five-year notes.
c. Public sale of stock issued by a common
carrier regulated by the Interstate Commerce
Commission.
d. Issuance of stock by a corporation to its existing
stockholders pursuant to a stock split.

38, Which of the following is a violation of the equal
employment opportunity laws or civil rights laws?
a. Discrimination by an employer on the basis of
national origin where there are bona fide oc
cupational qualifications reasonably necessary
to normal operations.
b. Denial of employment to individuals due to their
inability to obtain security clearance where the
employer is working under government security
programs.
c. Hiring on the basis of a professionally developed
test that bears a relationship to the job when a
less discriminatory effect on employment is not
feasible.
d. Referral by an employment agency based on
race, in response to an employer’s specific re
quest to refer based on race.

43. On May 7 , 1984, Kemp, a director of Ladel Corp.,
purchased 100 shares of Ladel’s common stock. Shortly
thereafter, Kemp sold the stock at a profit. In order to
hold Kemp liable under the short-swing profits provisions
of the Securities Exchange Act of 1934, it must be shown
that
a. Kemp used or had access to inside information.
b. Kemp sold the stock within a period of less than
six months.
c. Kemp was also a director at the time the stock
was sold.
d. Kemp’s purchase and subsequent sale of the
stock involved interstate commerce.

39. Which of the following is required in order for an
employee to recover under a compulsory state worker’s
compensation statute?
a. The employee must be free from any
wrongdoing.
b. The injury must arise out of the negligence of
the employer or fellow employee.
c. The injury must arise out of and in the course
of employment.
d. The injury must occur while the employee is
engaged in interstate commerce.

40.

44. When there is evidence of a violation of the federal
securities laws, the Securities and Exchange Commission
lacks the power to
a. Subpoena witnesses,
b. Compel the production of books and records
anywhere in the United States.
c. Order an administrative hearing to determine
responsibility for the violation and impose
certain sanctions.
d. Prosecute criminal cases.

Social security benefits are available
a. To a qualifying individual or his family only
upon such individual’s death or retirement.
b. Only to those who have taxable income under
a maximum limitation.
c. To an otherwise qualifying individual who is also
receiving payments under a private pension plan.
d. To children of a deceased worker who was
covered under social security, until such children
reach age 25 or complete their education,
whichever occurs first.

45. Cooke, in his capacity as president of Tool Corp.,
was convicted of willful violations of the Securities Act
of 1933 and the Securities Exchange Act of 1934. The sanc
tions under both acts
a. Permit the imposition of only a fine.
b. Permit the imposition of both a fine and a term
of imprisonment.
c. Are different since criminal sanctions are
excluded from the Securities Exchange Act of
1934.
d. Are different since criminal sanctions are
excluded from the Securities Act of 1933.

41. Which of the following statements concerning the
scope of section 10(b) of the Securities Exchange Act of
1934 is correct?
a. It applies to purchases as well as sales of
securities in interstate commerce.
b. There is an exemption from its application for
securities registered under the Securities Act of
1933.
c. It applies exclusively to securities of corpora
tions registered under the Securities Exchange
Act of 1934.
d. In order to come within its scope, a transaction
must have taken place on a national stock
exchange.

46. Which of the following is covered under the UCC
Article on commercial paper?
a. An investment security.
b. A negotiable document of title.
c. A promissory note payable 10 days after
presentment.
d. A negotiable warehouse receipt.
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50. Which of the following on the face of an otherwise
negotiable instrument will affect the instrument’s
negotiability?
a. The instrument contains a promise to provide
additional collateral if there is a decrease in value
of the existing collateral.
b. The instrument is payable six months after the
death of the maker.
c. The instrument is payable at a definite time sub
ject to an acceleration clause in the event of a
default.
d. The instrument is postdated.

47. Sinka Corp. has the following instrument in its
possession:

Oct. 3, 1984

No. 121
51-109
332

Pay to the order of Sinka Corp.
$2,500.00
Two Thousand Five Hundred and 00/100 Dollars
Fifteen days after presentment
Bocca Trust Company
Portland, Oregon
Memo: For purchase
of stock

51. Sample has in his possession a negotiable instrument
which was originally payable to the order of Block. It was
transferred to Sample by a mere delivery by Cox, who took
it from Block in good faith in satisfaction of an antece
dent debt. The back of the instrument read as follows,
“ Pay to the order of Cox in satisfaction of my prior pur
chase of a desk, signed Block.’’ Which of the following
is correct?
a. Sample has the right to assert Cox’s rights, in
cluding his standing as a holder in due course
and also has the right to obtain Cox’s signature.
b. Block’s endorsement was a special endorsement,
thus Cox’s signature was not required in order
to negotiate it.
c. Sample is a holder in due course.
d. Cox’s taking the instrument for an antecedent
debt prevents him from qualifying as a holder
in due course.

Ludwig Bond

The above instrument is
a. A draft.
b. Nonnegotiable.
c. A check.
d. A trade acceptance.
48. The following instrument has been received by your
client:
July 31, 1984

52. Which of the following is a valid defense against a
holder in due course of a negotiable instrument?
a. Execution of the instrument by one without
authority to sign the instrument.
b. Fraudulent statements made to the drawer as to
the value of the consideration given for the
instrument.
c. Duress on the drawer which renders the instru
ment voidable at the drawer’s option.
d. Delivery of the instrument subject to a condi
tion precedent which has yet to be performed.

To; Sam Snyder
P.O. Box 3
Canton, Ohio
Pay to the order of Ted Tint two
thousand dollars.
L arry Lark

Which of the following is correct?
a. As Sam Snyder is the drawee, he is secondarily
liable on the instrument.
b. As Sam Snyder is the drawer, he is primarily
liable on the instrument.
c. The instrument is a negotiable note.
d. The instrument is payable on demand.
49.

In
a.
b.
c.
d.

53. Bizzy Corp. wrote Wang ordering 100 Wang radios
for $2500. Wang unequivocably accepted Bizzy’s offer but
in doing so Wang added a clause providing for interest
on any overdue invoices pertaining to the sale, a practice
which is common in the industry. If Wang and Bizzy are
both merchants and there are no further communications
between the parties, relating to the terms, then
a. Wang has made a counteroffer.
b. A contract can not be formed unless Bizzy
expressly accepts the term added by Wang.
c. A contract is formed incorporating only the
terms of Bizzy’s offer.
d. A contract is formed with Wang’s additional
term becoming a part of the agreement.

order to negotiate bearer paper, one must
Deliver and endorse the paper.
Deliver the paper.
Endorse the paper.
Endorse and deliver the paper with considera
tion.
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58. Milo Manufacturing Corp. sells baseball equipment
to distributors, who in turn sell the equipment to various
retailers throughout the U.S. The retailers then sell the
equipment to consumers who use the equipment for their
own personal use. In all cases, the equipment is sold on
credit with a security interest taken in the equipment by
each of the respective sellers. Which of the following is
correct?
a . The security interests of all of the sellers remain
valid and will take priority even against good
faith purchasers for value, despite the fact that
resales were contemplated.
b . The baseball equipment is inventory in the hands
of all the parties concerned.
c. Milo’s security interest is automatically
perfected since Milo qualifies as a purchase
money secured party.
d. Milo and the distributors must file a financing
statement or take possession of the baseball
equipment in order to perfect their security
interests.

54. Wally, a CPA and a neighbor of Rita’s, offered
to sell Rita his power chain saw for $400. Rita stated that
she knew nothing about chain saws but would buy the saw
if it were capable of cutting down the trees in her backyard,
which had an average diameter of five feet. Wally assured
Rita that the saw “ would do the job.’’ Relying on Wally’s
assurance, Rita purchased the saw. Wally has created a
warranty that
a. The saw is of an average fair quality.
b. The saw is fit for the ordinary purposes for
which it is used.
c. The saw is capable of cutting the trees in Rita’s
backyard.
d. Is unenforceable because it is not in writing.
55. Where an oral agreement pertaining to goods is
entered into without any consideration, the agreement will
be binding if it
a. Relates to a requirements contract.
b. Is a firm offer made by a merchant promising
to hold the offer open for two months.
c. Modifies the price on an existing sales contract
from $600 to $450.
d. Disclaims the implied warranty of fitness for a
particular purpose.

59. Sax purchased from Bosch Tools a new saw for his
home workshop for cash. One week later, Sax was called
by Cary Finance. Cary explained to Sax that it had been
financing Bosch’s purchases from the manufacturers and
that to protect its interest it had obtained a perfected securi
ty interest in Bosch’s entire inventory of hardware and
power tools, including the saw which Sax bought. Cary
further explained that Bosch had defaulted on a payment
due to Cary, and Cary intended to assert its security in
terest in the saw and repossess it unless Sax was willing
to make payment of $100 for a release of Cary’s security
interest. If Sax refuses to make the payment, which of the
following statements is correct?
a . Even if Sax had both actual notice and construc
tive notice via recordation of Cary’s interest, he
will prevail if Cary seeks to repossess the saw.
b. Cary’s security interest in the saw in question
is invalid against all parties unless its filing
specifically described and designated the par
ticular saw Sax purchased.
c. Sax must pay the $100 or the saw can be validly
repossessed and sold to satisfy the amount Bosch
owes Cary and any excess paid to Sax.
d. Sax will not take free of Cary’s security interest
if he was aware of said interest at the time he
purchased the saw.

56. Mix Clothing shipped 300 custom suits to Tara
Retailers. The suits arrived on Thursday, earlier than Tara
had anticipated and on an exceptionally busy day for its
receiving department. They were perfunctorily examined
and sent to a nearby warehouse for storage until needed.
On the following day, upon closer examination, it was
discovered that the quality of the linings of the suits was
inferior to that specified in the sales contract. Which of
the following is correct insofar as Tara’s rights are
concerned?
a . Tara must retain the suits since it accepted them
and had an opportunity to inspect them upon
delivery.
b. Tara had no rights if the linings were of mer
chantable quality.
c. Tara can reject the suits upon subsequent
discovery of the defects.
d. Tara’s only course of action is rescission.
57. Pine has a security interest in certain goods purchased
by Byron on an installment contract. Byron has defaulted
on the payments resulting in Pine’s taking possession of
the collateral. Which of the following is correct?
a . Byron may waive his right of redemption at the
time he executes the security agreement.
b. Pine must sell the collateral if Byron has paid
more than 60% of the cash price on a purchase
money security interest in business equipment.
c. The collateral may be sold by Pine at a private
sale and, if the collateral is consumer goods,
without notice to other secured parties.
d. Unless otherwise agreed. Pine must pay Byron
for any increase in value of the collateral while
the collateral is in Pine’s possession.

60. Unless otherwise agreed, when collateral, covered
under the Secured Transactions Article of the UCC, is in
the secured party’s possession
a. The risk of accidental loss is on the debtor to
the extent of any deficiency in any effective
insurance coverage.
b. The secured party will lose his security interest
if he commingles fungible collateral.
c. Reasonable expenses incurred to preserve the
collateral are chargeable to the secured party.
d. Any repledge of the collateral by the secured
party will be unenforceable.
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Number 2 (Estimated tim e----- 15 to 20 minutes)

Number 3 (Estimated tim e----- 15 to 20 minutes)

Joe Fine, a clothing manufacturer for the past 30
years, owns a plant on which Muni Bank holds a mort
gage. He also leases a warehouse from Jay Co. in which
he stores the clothing manufactured in the plant. There
are 10 years remaining on the lease term. Fine plans to
move his operations to another location and has decided
to sell to Bean his interests in the plant and lease.
Fine is contemplating selling the plant to Bean under
one of the following conditions:

Beach, a 17-year old minor, entered into an install
ment contract to purchase a travel agency from Reid. The
purchase price included the fair market value of the tangi
ble assets and an agreed upon value for goodwill. At the
time the contract was entered into. Beach misrepresented
his age to Reid, claiming that he was 19. The age of ma
jority in their jurisdiction was 18. Since Reid was unsure
of Beach’s financial position, Reid requested that Beach
obtain a surety. Therefore, Beach entered into an agree
ment for Abel to act as a surety on the installment con
tract. Beach knowingly induced Abel to become a surety
by supplying Abel with false financial statements.
The contract also provided that Reid was to receive
a substantial payment in consideration of his agreement
not to operate a travel agency within a one mile radius
of Beach’s travel agency for a period of two years. After
19 months, Reid opened a new travel agency across the
street from Beach’s business. Within one month thereafter,
Beach lost nearly all of his clients to Reid and Beach
defaulted on the installment payments, causing the entire
amount owed to Reid to become due. Reid has brought
an action against Beach and Abel to recover all monies
due him.
Beach claims he is not liable on the contract since:

•

Bean taking the plant subject to the mortgage.

•

Bean assuming the mortgage on the plant.

• Fine obtaining a duly executed novation from
Muni and Bean.
The lease contains a clause prohibiting assignment
to third parties. Fine is concerned with this clause as well
as his continuing liability to Jay upon the transfer of his
interests in the lease to Bean. In this regard, Fine asserts
that:
The clause prohibiting the assignment of the lease
is void.

• He was only 17 years old at the time the contract
with Reid was signed.

• The prohibition against assignment will not af
fect his right to sublease.

• The clause prohibiting Reid from competing with
him is legally valid and therefore Reid’s violation of such
clause constitutes a breach of the sale contract.

• He will be released from liability to pay rent upon
obtaining Jay’s consent either to sublet or to assign.

Abel claims that he is not liable to Reid since:

Required: Answer the following, setting forth reasons
for any conclusions stated.
a. In separate paragraphs, discuss Fine’s and Bean’s
liability to Muni under each of the three aforementioned
conditions relating to the mortgage, if Bean after purchas
ing the plant defaults on the mortgage payments, thereby
creating a deficiency after a foreclosure sale.
b. In separate paragraphs, comment on Fine’s
assertions regarding the lease, indicating whether such
assertions are correct and the reasons therefore.

• He was induced into becoming a surety by Beach’s
fraud.
• Beach was 17 years old at the time the contract
with Reid was entered into.
• Reid breached the sale contract by failing to com
ply with the express clause prohibiting competition with
Beach.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Assuming the contract is not divisible, discuss in
separate paragraphs the assertions of Beach and Abel,
indicating first whether such claims are correct.
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Number 5 (Estimated tim e----- 15 to 20 minutes)

Number 4 (Estimated tim e----- 15 to 20 minutes)

Jim Bold is a promoter for a corporation to be formed
and known as Wonda Corp. Bold entered into several
supply and service agreements with Servco. These
agreements were executed in Wonda’s name, expressly
contingent upon adoption by Wonda, when formed, and
were based solely on Wonda’s anticipated financial
strength. Within two weeks after the signing of the
agreements, Wonda was duly formed and operating.
Shortly thereafter, Wonda by its board of directors re
jected the preincorporation agreements entered into by
Bold and Servco, stating that it could obtain more
beneficial contracts elsewhere.
During the first year of Wonda’s operations certain
members of its board of directors were accused of
negligence in the performance of their duties. In addition,
there were allegations made that these same directors failed
to exercise due care by paying cash dividends to
shareholders that exceeded the profits and paid in capital.
These directors based their decision upon negligently
prepared reports issued by the Vice-President of Finance
indicating that there were sufficient funds to pay cash
dividends to shareholders. These incidents caused Won
da severe liquidity problems and huge losses in the follow
ing year of operation. White, a shareholder in Wonda,
has properly commenced a suit against these directors.

Tom Sauer purchased a computer and a stereo from
Zen Sounds, Inc., for personal use. With regard to the
computer, Sauer signed an installment purchase note and
a security agreement. Under the terms of the note Sauer
was to pay $100 down and $50 a month for 20 months.
The security agreement included a description of the com
puter. However, Zen did not file a financing statement.
Sauer paid $800 cash for the stereo.
Two months later, Sauer sold the computer to Ralph
for $600 cash. Ralph purchased the computer for personal
use without knowledge of Zen’s security interest.
Three months later, Sauer brought the stereo back
to Zen for repair. Inadvertently, one of Zen’s sales per
sons sold the stereo to Ned, a buyer in the ordinary course
of business.
Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Did Zen fulfill the requirements necessary for the
attachment and perfection of its security interest in the
computer?
b. Will Ralph take the computer free of Zen’s
security interest?
c. As between Sauer and Ned, who has title to the
stereo?

Required: Answer the following, setting forth reasons
for any conclusions stated.
a. Discuss Wonda’s and Bold’s liability to Servco
on the preincorporation agreements.
b. What are the necessary requirements to proper
ly declare and pay cash dividends?
c. What defense(s) are available to the directors
regarding the charges of negligence in the performance
of their duties and the failure to exercise due care in declar
ing cash dividends?
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.)

EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
November 9, 1984; 1:30 to 5:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

...
. ..
...
. ..
. ..

90
15
15
15
15

no
25
25
25
25

Total

150

210

1
2
3
4
5

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
ments and calculations associated with them are not
considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

3. A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language
will be considered by the examiners.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
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4. Recognizing depletion expense is an example of the
accounting process of

Number 1 (Estimated tim e----- 90 to 110 minutes)

Instructions
a.
b.
c.
d.

Select the best answer for each of the following items
relating to a variety of issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate cir
cle on the separate printed answer sheet to indicate your
answer. Mark only one answer for each item. Answer all
items. Your grade will be based on the total number of
your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

Allocation
No
No
Yes
Yes

Amortization
No
Yes
Yes
No

5. A subsidiary, acquired for cash in a business com
bination, owned equipment with a market value in ex
cess of book value as of the date of combination. A con
solidated balance sheet prepared immediately after the
acquisition would treat this excess as
a. Goodwill.
b. Plant and equipment.
c. Retained earnings.
d. Deferred credits.

Item
99. The financial statement which summarizes the
financial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.

6. When computing information on a historical
cost/constant dollar basis, which of the following is
classified as monetary?
a. Goodwill arising from a business combination
concluded last year.
b. Deferred investment tax credits related to
equipment.
c. Obligation under warranties expiring in one
year.
d. Allowance for doubtful accounts on long-term
receivables.

Answer Sheet
99.
Items to be Answered

7. During a period of inflation, an account balance re
mains constant. With respect to this account, a purchas
ing power loss will be recognized if the account is a
a. Monetary asset.
b. Monetary liability.
c. Nonmonetary asset.
d. Nonmonetary liability.

1.
Under Statement of Financial Accounting Concepts
No. 2, which of the following relates to both relevance
and reliability?
a. Timeliness.
b. Materiality.
c. Verifiability.
d. Neutrality.

8. On October 1, 1983, a company received a one-year
note receivable bearing interest at the market rate. The
face amount of the note receivable and the entire amount
of the interest are due on September 30, 1984. The in
terest receivable account at December 31, 1983 would
consist of an amount representing
a. Three months of accrued interest income.
b. Nine months of accrued interest income.
c. Twelve months of accrued interest income.
d. The excess at October 1, 1983 of the present
value of the note receivable over its face value.

2.
Under Statement of Financial Accounting Concepts
No. 3, which of the following, in the most precise sense,
means the process of converting noncash resources and
rights into cash or claims to cash?
a. Allocation.
b. Recordation.
c. Recognition.
d. Realization.
3.
Simultaneous recognition of both a revenue and an
expense may result from certain transactions or events.
An example of an expense so recognized may be
a. Expired portion of prepaid insurance.
b. Salesperson’s monthly salaries.
c. Transportation to customers.
d. Electricity used to light offices.

9. When the allowance method of recognizing bad debt
expense is used, the entries at the time of collection of
a small account previously written off would
a. Increase net income.
b. Have no effect on total current assets.
c. Increase working capital.
d. Decrease total current liabilities.
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16. At its inception, the lease term of Lease D is 80%
of the estimated remaining economic life of the leased
property. However, the lease term falls within the last
40% of the total estimated economic life of the leased
property. The lessee should record Lease D as a(an)
a. Asset and a liability.
b. Asset but not a liability.
c. Neither an asset nor a liability.
d. Expense.

10. Theoretically, how should the following affect the
costs to be included in a manufacturer’s inventory?

a.
b.
c.
d.

Insurance on
raw materials
while in transit
Increase
Increase
No effect
No effect

Cash discounts taken
on purchased
raw materials
No effect
Decrease
Decrease
No effect

17. Office equipment recorded under a capital lease
containing a bargain purchase option should be amor
tized
a. Over the period of the lease using the interest
method of amortization.
b. Over the period of the lease using the straightline method of amortization.
c. In a manner consistent with the lessee’s nor
mal depreciation policy for owned assets.
d. In a manner consistent with the lessee’s nor
mal depreciation policy for owned assets
except that the period of amortization should
be the lease term.

11. Which of the following inventory cost flow
methods involves computations based on broad in
ventory pools of similar items?
a. Regular quantity of goods LIFO.
b. Dollar-value LIFO.
c. Weighted average.
d. Moving average.
12. The original cost of an inventory item is above the
replacement cost. The replacement cost is above the net
realizable value. Under the lower of cost or market
method, the inventory item should be priced at its
a. Replacement cost.
b. Original cost.
c. Net realizable value.
d. Net realizable value less the normal profit
margin.

18. Which of the following amounts incurred in con
nection with a trademark should be capitalized?

13. A company purchased land to be used as the site
for the construction of a plant. Timber was cut from the
building site so that construction of the plant could
begin. The proceeds from the sale of the timber should
be
a. Classified as other income.
b. Netted against the costs to clear the land and
expensed as incurred.
c. Deducted from the cost of the plant.
d. Deducted from the cost of the land.

a.
b.
c.
d.

15. When equipment is retired, accumulated deprecia
tion is debited for the original cost less any residual
recovery under which of the following depreciation
methods?

a.
b.
c.
d.

Registration
fees
No
Yes
Yes
No

19. The premium on a four-year insurance policy ex
piring on December 31, 1985 was paid in total on
January 1, 1982. Assuming that the original payment
was recorded as a prepaid asset, the balance in the
prepaid asset account on December 31, 1983 would be
a. Lower than the balance on December 31,
1982.
b. Lower than the balance on December 31,
1984.
c. The same as the balance on December 31,
1985.
d. The same as the original payment.

14. Which type of expenditure occurs when a com
pany installs a higher capacity boiler to heat its plant?
a. Rearrangement.
b. Ordinary repair and maintenance.
c. Addition.
d. Betterment.

Composite
depreciation
No
No
Yes
Yes

Cost o f a
successful defense
Yes
Yes
No
No

20. Which of the following are generally associated
with payables classified as accounts payable?

Group
depreciation
No
Yes
No
Yes

a.
b.
c.
d.
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Periodic
payment
o f interest
No
No
Yes
Yes

Secured
by collateral
No
Yes
No
Yes

Accounting Theory

27. When collectibility is reasonably assured, the ex
cess of the subscription price over the stated value of the
no par common stock subscribed should be recorded as
a. Additional paid-in capital when the subscrip
tion is received.
b. Additional paid-in capital when the subscrip
tion is collected.
c. Additional paid-in capital when the common
stock is issued.
d. Part of common stock, no par.

21. Rent collected in advance by the lessor for an
operating lease is a(an)
a. Deferred revenue.
b. Accrued revenue.
c. Accrued liability.
d. Deferred asset.
22. A six-year capital lease entered into on December
31, 1981 specified equal minimum annual lease
payments due on December 31 of each year. The por
tion of the December 31, 1983 minimum payment ap
plicable to which of the following increased over the
corresponding December 31, 1982 minimum payment?

a.
b.
c.
d.
23.

Interest expense
Yes
Yes
No
No

28. How would the declaration and subsequent is
suance of a 10% stock dividend by the issuer affect each
of the following when the market value of the shares ex
ceeds the par value of the stock?

Reduction o f
liability
Yes
No
Yes
No

a.
b.
c.
d.

The market price of a bond is the
a. Present value of its maturity amount plus the
present value of all future interest payments.
b. Maturity amount plus the present value of all
future interest payments.
c. Maturity amount plus all future interest
payments.
d. Present value of its maturity amount only.

25. How would the amortization of discount on bonds
payable affect each of the following?

a.
b.
c.
d.

Net
income
Decrease
Increase
Decrease
Increase

30. A company issued rights to its existing
shareholders to purchase for par unissued shares of
common stock with a par value of $10 per share. When
the market value of the common stock was $12 per
share, the rights were exercised. Common stock should
be credited at $10 per share and
a. Appropriation for stock retirement credited at
$2 per share.
b. No credit made to additional paid-in capital
or retained earnings.
c. Additional paid-in capital credited at $2 per
share.
d. Retained earnings credited at $2 per share.

26. Outstanding bonds are converted into common
stock. Under either the book value or market value
method, the same amount would be debited to

a.
b.
c.
d.

Bonds
payable
Yes
Yes
No
No

Additional paid-in
capital
No effect
Increase
No effect
Increase

29. The par-value method of accounting for treasury
stock differs from the cost method in that
a. Any gain is recognized upon repurchase of
stock but a loss is treated as an adjustment to
retained earnings.
b. No gains or losses are recognized on the sale
of treasury stock using the par-value method.
c. It reverses the original entry to issue the com
mon stock with any difference being shown as
an ordinary gain or loss and does not
recognize any gain or loss on a subsequent
resale of the stock.
d. It reverses the original entry to issue the com
mon stock with any difference between carry
ing value and purchase price adjusted through
paid-in capital and/or retained earnings and
treats a subsequent resale like a new issuance
of common stock.

24. Theoretically, which of the following could be ac
counted for as a deferred charge, a reduction of the
related debt liability, or an expense of the period of
borrowing?
a. Discount on bonds payable.
b. Premium on bonds payable.
c. Bond issue costs.
d. Loss on extinguishment of debt.

Carrying value
o f bond
Increase
Increase
Decrease
Decrease

Common
stock
No effect
No effect
Increase
Increase

Premium on
bonds payable
Yes
No
Yes
No

49

Examination Questions — November 1984

36. Which of the following interperiod tax allocation
methods should be followed?

31. A company with a $2,000,000 deficit undertakes a
quasi-reorganization on November 1, 1984. Certain
assets will be written down by $400,000 to their present
fair market value. Liabilities will remain the same.
Capital stock was $3,000,000 and additional paid-in
capital was $1,000,000 before the quasi-reorganization.
How would the entries to accomplish these changes on
November 1, 1984 affect each of the following?

a.
b.
c.
d.

Capital
stock
No effect
No effect
Decrease
Decrease

a.
b.
c.
d.

Total stockholders’
equity
No effect
Decrease
Decrease
No effect

Deferred
Yes
Yes
No
No

Liability
Yes
No
Yes
No

37. In determining earnings per share, interest
expense, net of applicable income taxes, on convertible
debt which is both a common stock equivalent and
dilutive should be
a. Added back to net income for both primary
earnings per share and fully diluted earnings
per share.
b. Added back to net income for primary earn
ings per share, and ignored for fully diluted
earnings per share.
c. Deducted from net income for both primary
earnings per share and fully diluted earnings
per share.
d. Deducted from net income for primary earn
ings per share, and ignored for fully diluted
earnings per share.

32. The calculation of the income recognized in the
first year of a four-year construction contract accounted
for using the percentage-of-completion method is
generally based on the ratio of
a. Total estimated costs to estimated costs to
complete.
b. Total estimated costs to actual costs incurred
to date.
c. Actual costs incurred to date to total
estimated costs.
d. Estimated costs to complete to total estimated
costs,

38. Bad debt expense on long-term receivables should
be presented in a statement of changes in financial posi
tion as a (an)
a. Addition to income from continuing opera
tions.
b. Deduction from income from continuing
operations.
c. Use of funds.
d. Source and a use of funds.

33. An investor uses the equity method to account for
its 30% investment in common stock of an investee.
Amortization of the investor’s share of the excess of fair
market value over book value of depreciable assets at
the date of the purchase should be reported in the
investor’s income statement as part of
a. Other expense.
b. Depreciation expense.
c. Equity in earnings of investee.
d. Amortization of goodwill.

39. The declaration of a 10% stock dividend has to be
presented in a statement of changes in financial position
as

34. A subsidiary’s functional currency is the local cur
rency which has not experienced significant inflation.
The appropriate exchange rate for translating the
depreciation on plant assets in the income statement of
the foreign subsidiary is the
a. Exit exchange rate.
b. Historical exchange rate.
c. Weighted average exchange rate over the
economic life of each plant asset.
d. Weighted average exchange rate for the cur
rent year.

a.
b.
c.
d.

Source o f funds
No
No
Yes
Yes

Use o f funds
No
Yes
No
Yes

40. A change in the expected service life of an asset
arising because additional information has been ob
tained is
a. An accounting change that should be reported
by restating the financial statements of all
prior periods presented.
b. An accounting change that should be reported
in the period of change and future periods if
the change affects both.
c. A correction of an error.
d. Not an accounting change.

35. For a compensatory stock option plan for which
the date of grant and the measurement date are dif
ferent, compensation cost should be recognized in the
income statement
a. At the later of grant or measurement date.
b. At the exercise date.
c. At the adoption date of the plan.
d. Of each period in which the services are
rendered.
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47. In developing a factory overhead application rate
for use in a process costing system, which of the follow
ing could be used in the denominator?
a. Actual factory overhead.
b. Estimated factory overhead.
c. Actual direct labor hours.
d. Estimated direct labor hours.

41. A supportive argument for the pooling of interests
method of accounting for a business combination is that
a. It was developed within the boundaries of the
historical-cost system and is compatible with
it.
b. One company is clearly the dominant and con
tinuing entity.
c. Goodwill is generally a part of any
acquisition.
d. A portion of the total cost is assigned to in
dividual assets acquired on the basis of their
fair value.

48.

42. For interim financial reporting, the computation
of a company’s second quarter provision for income
taxes uses an effective tax rate expected to be applicable
for the full fiscal year. This effective tax rate should
reflect anticipated

a.
b.
c.
d.

Capital gains
No
No
Yes
Yes

49. In a given process costing system, the equivalent
units of production are computed using the weightedaverage method. With respect to conversion costs, the
percentage of completion for the current period only is
included in the calculation of the

Investment tax
credits
No
Yes
No
Yes

a.
b.
c.
d.

43. In accounting for a long-term construction con
tract using the percentage-of-completion method, the
amount of income recognized in any year would be
added to
a. Deferred revenues.
b. Progress billings on contracts.
c. Construction in progress.
d. Property, plant, and equipment.

Ending work
in process inventory
No
Yes
No
Yes

51. Under the three-variance method for analyzing
factory overhead, the difference between the actual fac
tory overhead and the budget allowance based on actual
hours is the
a. Efficiency variance.
b. Spending variance.
c. Volume variance.
d. Idle capacity variance.

45. How are earnings per share used in the calculation
of the following?

a.
b.
c.
d.

Beginning work
in process inventory
No
No
Yes
Yes

50. If a company follows a practice of isolating
variances at the earliest point in time, what would be the
appropriate time to isolate and recognize a direct
material price variance?
a. When material is issued.
b. When material is purchased.
c. When material is used in production.
d. When purchase order is originated.

44. For a compensatory stock option plan for which
the date of grant and the measurement date are dif
ferent, the stock options outstanding account should be
reduced at the
a. Date of grant.
b. Measurement date.
c. Adoption date of the plan.
d. Exercise date.

Dividend per-share
payout ratio
Numerator
Denominator
Not used
Denominator

Indirect labor is a
a. Nonmanufacturing cost.
b. Conversion cost.
c. Prime cost.
d. Period cost.

Price-earnings ratio
Numerator
Numerator
Denominator
Denominator

52. For purposes of allocating joint costs to joint
products using the relative sales value at split-off
method, the costs beyond split-off
a. Are allocated in the same manner as the joint
costs.
b. Are deducted from the relative sales value at
split-off.
c. Are deducted from the sales value at point of
sale.
d. Do not affect the allocation of the joint costs.

46. Prime cost and conversion cost share what com
mon element of total cost?
a. Direct materials.
b. Direct labor.
c. Variable overhead.
d. Fixed overhead.
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59. If income tax considerations are ignored, how is
depreciation expense used in the following capital
budgeting techniques?

53. An allocated portion of fixed factory overhead is
included in work in process inventory under

a.
b.
c.
d.

Absorption
costing
No
No
Yes
Yes

Direct (variable)
costing
No
Yes
No
Yes

a.
b.
c.
d.

54. When production levels are expected to decline
within a relevant range, and a flexible budget is used,
what effects would be anticipated with respect to each
of the following?

a.
b.
c.
d.

Fixed costs
per unit
Increase
Increase
No change
No change

Variable costs
per unit
Increase
No change
No change
Increase

Number 2 (Estimated tim e----- 15 to 25 minutes)
Angela Company is a manufacturer of toys. During
the year, the following situations arose:
• A safety hazard related to one of its toy products
was discovered. It is considered probable that
liabilities have been incurred. Based on past ex
perience, a reasonable estimate of the amount of
loss can be made.
• One of its small warehouses is located on the
bank of a river and could no longer be insured
against flood losses. No flood losses have
occurred after the date that the insurance became
unavailable.
• This year, Angela began promoting a new toy by
including a coupon, redeemable for a movie
ticket, in each toy’s carton. The movie ticket,
which cost Angela $2, is purchased in advance
and then mailed to the customer when the
coupon is received by Angela. Angela estimated,
based on past experience, that sixty percent of
the coupons would be redeemed. Forty percent
of the coupons were actually redeemed this year,
and the remaining twenty percent of the coupons
are expected to be redeemed next year.

56. Breakeven analysis assumes linearity over the rele
vant range with respect to
Total costs
Yes
Yes
No
No

Total revenues
No
Yes
Yes
No

57. A proposed project has an expected economic life
of eight years. In the calculation of the net present value
of the proposed project, salvage value would be
a. Excluded from the calculation of the net pres
ent value.
b. Included as a cash inflow at the estimated
salvage value.
c. Included as a cash inflow at the present value
of the estimated salvage value.
d. Included as a cash inflow at the future amount
of the estimated salvage value.
58. In
system,
a.
b.
c.
d.

Payback
Excluded
Included
Excluded
Included

60. Assuming that sales and net income remain the
same, a company’s return on investment would
a. Increase if the invested capital-employed turn
over rate decreases.
b. Increase if the invested capital-employed turn
over rate increases.
c. Increase if invested capital increases.
d. Decrease if invested capital decreases.

55. To obtain the breakeven point stated in terms of
dollars of sales, total fixed costs are divided by which of
the following?
a. Variable cost per unit.
b. Variable cost per unit ÷ sales price per unit.
c. Fixed cost per unit.
d. (Sales price per unit - variable cost per unit)
÷ sales price per unit.

a.
b.
c.
d.

Internal rate
o f return
Excluded
Excluded
Included
Included

a program evaluation review technique (PERT)
activities along the critical path
Follow the line of best fit.
Have a slack of zero.
Have a positive slack.
Intersect at a corner point described by the
feasible area.

Required:
a. How should Angela report the safety hazard?
Why? Do not discuss deferred income tax implications.
b. How should Angela report the noninsurable
flood risk? Why?
c. How should Angela account for the toy pro
motion campaign in this year?
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Number 3 (Estimated tim e----- 15 to 25 minutes)

Number 4 (Estimated tim e----- 15 to 25 minutes)

Victoria Company has both a current and noncur
rent marketable equity securities portfolio. At the be
ginning of the year, the aggregate market value of each
portfolio exceeded its cost. During the year, Victoria
sold some securities from each portfolio. At the end of
the year, the aggregate cost of each portfolio exceeded
its market value.
Victoria also has long-term investments in various
bonds all of which were purchased for face value. Dur
ing the year, some of these bonds held by Victoria were
called prior to their maturity by the bond issuer. Three
months before the end of the year, additional similar
bonds were purchased for face value plus two months’
accrued interest.

Morgan Company grows various crops and then
processes them for sale to retailers. Morgan has changed
its depreciation method for its processing equipment
from the double-declining balance method to the
straight-line method effective January 1 of this year.
This change has been determined to be preferable.
In the latter part of this year, Morgan had a large
portion of its crops destroyed by a hail storm. Morgan
has incurred substantial costs in raising the crops
destroyed by the hail storm. Severe damage from hail
storms in the locality where the crops are grown is rare.

Required:
a. How should Morgan report and calculate the
effect of this change in accounting principle relative to
the depreciation method in this year’s income state
ment? Do not discuss earnings per share requirements.

Required:
a. 1. How should Victoria account for the sale
of securities from each portfolio? Why?
2. How should Victoria account for the
marketable equity securities portfolios at year end?
Why?
b. How should Victoria account for the disposi
tion prior to their maturity of the long-term bonds
called by their issuer? Why?
c. How should Victoria report the purchase of the
additional similar bonds at the date of the acquisition?
Why?

b. Where should Morgan report the effects of the
hail storm in its income statement? Why?
c. How does the classification in the income state
ment of an extraordinary item differ from that of an
operating item? Why? Do not discuss earnings per share
requirements.
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Number 5 (Estimated time

15 to 25 minutes)

The accounting system of the municipality of Kemp
is organized and operated on a fund basis. Among the
types of funds used are a general fund, a special revenue
fund, and an enterprise fund.
Required:
a. Explain the basic differences in revenue recogni
tion between the accrual basis of accounting and the
modified accrual basis of accounting as it relates to govern
mental accounting.
b. What basis of accounting should be used for each
of the following funds:
• General fund.
• Special revenue fund.
• Enterprise fund.
Why?
c. How should fixed assets and long-term liabilities
related to the general fund and to the enterprise fund be
accounted for?
d. How should the balance sheets of the general
fund, the special revenue fund, and the enterprise fund
be handled when preparing the comprehensive annual
financial report (CAFR)? Why?
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Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

a
d
d
a
d
c
a
a
a
d

Answer 2 (10 points)

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

c
c
c
d
b
a
b
b
b
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
b
d
d
c
b
c
c
a
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
a
c
b
b
a
c
a
a

d
c
d
d
a
c
a
b
b
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

c
a
c
a
d
b
a
d
d
d

The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct
Score

0
0

1
1

2
1½

Correct

0

1

2

Score

0

1

1½

0
0

1

2

2

2 ½

3
2

4
2 ½

5
3

3 ½

7
4

4 ½

9
5

6

7

8

9

3 ½

4

4 ½

5

6

7

8

9

4 ½

5

5 ½

6

6

8

10
5 ½

11
6

12
6 ½

13
7

14
7 ½

15
8

16
8 ½

17
9

18
9 ½

10

19

20
10

19

20

10

10

Answer 2
3
2

4
2 ½

5
3

10
5 ½

11
6

12
6 ½

13
7

14
7 ½

15
8

16
8 ½

17
9

18
9 ½

Answer 3
Correct
Score

3
3

4
3 ½

5
4
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10
6 ½

11
7

12
7 ½

13
8

14
8 ½

15
9

16
9 ½

17

18

19

20

10

10

10

10

Examination Answers — November 1984
Answer 4 (10 points)

a.

Bristol Corporation
LONG-TERM LIABILITIES SECTION
OF BALANCE SHEET
December 31, 1983

15% note payable, bank, due in
annual installments of $700,000,
less current installment

$1,400,000

[1]

Liability under capital lease, net
present value of lease payments,
less current installment

344,828

[2]

1,780,440

[3]

396,000

[4]

10% bonds payable due July 1, 1993,
less unamortized discount of
$219,560 at effective interest rate
of 12% at date of issue
Deferred income taxes

$3,921,268

Total long-term liabilities

b.

Bristol Corporation
SELECTED BALANCE SHEET BALANCES
December 31, 1983

Current portion o f long-term liabilities
Note payable, bank
Liability under capital lease
Total

$700,000
45,372
$745,372

[1]
[2]

Accrued interest payable
Note payable, bank
Bonds payable
Total

$236,250
100,000
$336,250

[5]
[3]

c.

Bristol Corporation
INTEREST EXPENSE FROM LONG-TERM LIABILITIES
AND DEFERRED INCOME TAX EXPENSE
For the Year Ended December 31, 1983

Interest expense
Note payable, bank
Liability under capital lease
Bonds payable
Total

$341,250
60,200
106,440
$507,890

[6]
[2]
[3]

Deferred income tax expense

$ 36,000

[4]
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Answer 4 (continued)

Explanations o f Amounts
[1]

15% Note Payable, bank
Note payable, 12/31/82
Less installment paid 4/1/83
Balance, 12/31/83
Less current installment due 4/1/84
Long-term portion, 12/31/83

$2,800,000
700,000
2,100,000
700,000
$1,400,000

[2] Liability under capital lease
Liability under capital lease, 12/31/82
Less principal portion of 12/31/83 payment
Lease payment
Less imputed interest ($430,000 x 14%)
Balance, 12/31/83
Less current principal payment due 12/31/84
Lease payment
Less imputed interest ($390,200 x 14%)
Long-term portion, 12/31/83
[3] Bonds payable
Bonds payable issued 7/1/83
Add amortization of bond discount
Effective interest ($1,774,000 x 12% x 6/12)
Less accrued interest payable 12/31/83
($2,000,000 X 10% X
Balance, 12/31/83
[4] Deferred income taxes
Deferred income taxes, 12/31/82
Add timing difference — excess of
tax depreciation over book depreciation of $90,000 x 40%
Balance, 12/31/83
[5] Accrued interest on note payable, bank
4/1/83 to 12/31/83 ($2,100,000 x 15% X
[6]

$ 430,000
$100,000
60,200
100,000
54,628

39,800
390,200
45,372
$ 344,828

$1,774,000
106,440
100,000

6,440
$1,780,440

$

360,000

$

36,000
396,000

$ 236,250

Interest Expense on Note Payable, Bank
1/1/83 to 3/31/83 ($2,800,000 x 15% x 3/12)
4/1/83 to 12/31/83 ($2,100,000 x 15% x 9/12)
Interest, year ended 12/31/83
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$

105,000
236,250
$ 341,250
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Answer 5 (10 points)
a.

Cash
Accounts receivable
Allow, for doubtful accts.
Inventory
Equipment
Accum. depreciation
Prepaid rent
Prepaid insurance
Accounts payable
Accrued expenses
Payroll taxes withheld
Ward, drawings
Ward, capital
Sales
Purchases
Income summary — inventory
Salaries
Payroll taxes
Rent
Miscellaneous exp.
Insurance
Utilities
Depreciation
Doubtful accounts exp.

Ward Specialty Foods
WORKSHEET TO CONVERT
TRIAL BALANCE TO ACCRUAL BASIS
December 31, 1983
Adjustments
Dr.
Cr.

Cash Basis
Dr.
Cr.
$ 18,500
4,500

[1]$ 3,400
[2]$ 1,100
[3] 3,000

20,000
35,000

[6] 5,800

$ 9,000
[4] 6,300
600
[5]

[7] 4,000
[8] 1,360

4,800
850
24,000
33,650

[8]

900

[7]

29,500
2,900
8,400
3,900
2,400
3,500

$235,300

$235,300
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190,400

[1] 3,400

187,000
82,700

[4] 5,625
540
[5]

Accrual Basis
Cr.
Dr.
$ 18,500
7,900
$ 1,100
23,000
35,000
14,800
6,300
600
8,800
1,360
850
24,000
38,915

4,000
[3] 20,000
135
[8]
150
[8]

175
[8]
[6] 5,800
[2] 1,100
$45,560

86,700
3,000

[3] 23,000

[4]

675

[5]

60

$45,560

29,635
3,050
7,725
3,900
2,340
3,675
5,800
1,100
$259,225

$259,225

Accounting Practice — Part I
Answer 5 (continued)

Answer 5 (continued)

Explanations o f Adjustments

b.
Ward Specialty Foods
STATEMENT OF CHANGES IN
MARY WARD, CAPITAL
For the Year Ended December 31, 1983

[1] To convert 1983 sales to accrual basis
Accounts receivable, 12/31/83
Deduct accounts receivable, 12/31/82
Increase in sales

$ 7,900
4,500
$ 3,400

Mary Ward, capital, 12/31/82
Add net income for year

[2] To record provision for doubtful accounts

Deduct drawings for year

[3] To record increase in inventory from 12/31/82 to
12/31/83
Inventory, 12/31/83
Inventory, 12/31/82
Increase

Mary Ward, capital, 12/31/83

[1]

49,475
88,390
24,000

[2]

$64,390

$23,000
20,000

Explanations o f Amounts

$ 3,000

[1] Mary Ward, capital, 12/31/82 after adjustment to
accrual basis (per worksheet)

[4] To adjust rent expense for prepaid rent at 12/31/82
and 12/31/83
Prepaid 12/31/83 ($8,400 x
Prepaid 12/31/82 ($7,500 x 9/ 12)
Rent expense decrease

[2] Computation of net income on accrual basis for
the year ended 12/31/83 (per worksheet)

$ 6,300
5,625
$ 675

Sales
$190,400
Purchases
$ 86,700
Income summary-inventory
(3,000)
Salaries
29,635
Payroll taxes
3,050
Rent
7,725
Miscellaneous expenses
3,900
Insurance
2,340
Utilities
3,675
Depreciation
5,800
Doubtful accounts
1,100140,925
Net income
$ 49,475

[5] To adjust insurance expense for prepaid insurance
at 12/31/82 and 12/31/83
Prepaid 12/31/83 ($2,400 X 3/12)
Prepaid 12/31/82 ($2,160 x 3/12)
Insurance expense decrease

$

$

600
540
60

[6] To record depreciation for 1983
[7] To convert 1983 purchases to accrual basis
Accounts payable 12/31/83
Deduct accounts payable 12/31/82
Increase in purchases

$ 8,800
4,800
$ 4,000

[8] To convert expenses to accrual basis
Payroll taxes
Salaries
Utilities

$38,915

$ 400 - $250
$ 510 - $375
$ 450 - $275
$1,360
$900

$150
$135
$175
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1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
a
d
d
a
d
c
c
b
c

Answer 3 (10 points)

Answer 2 (10 points)

Answer 1 (10 points)

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
b
c
b
b
a
c
b
b
d

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

c
c
a
b
b
c
a
b
d
c

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
c
b
a
c
d
d
b
d
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
c
d
b
a
a
b
c
d
a

a
d
d
a
c
b
c
a
b
a

The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct
Score

0
0

1
1½

2
2

3
2½

4
3

5
3½

6
4

0
0

1

2
2

3
2½

4

5

3

3½

6
4

2

3
2½

4

5

3

3½

7
4

½

8
5

9
5

½

10
6

11
6½

12
7

11
6½

12
7

11
6½

12
7

13
7½

14
8

15
8½

16
9

13

14

16
9

17

18
10

19
10

20
10

19
10

20

9½

18
10

9½

Answer 2
Correct
Score

1½

7
4½

8
5

9
5½

10
6

7

8

9

10

4½

5

5½

6

17

7½

8

15
8½

13

14

15

16

17

18

19

20

8

8½

9

9½

10

10

10

10

Answer 3
Correct

0

Score

0

1
1½

2

6
4

60
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Accounting Practice — Part I I
Answer 4 (10 points)

City o f Solna
GENERAL FUND JOURNAL ENTRIES
For the Year Ended December 31, 1983
Dr.
1. Estimated revenues — taxes
Estimated revenues — fines, forfeits, and penalties
Estimated revenues — miscellaneous
Estimated other financing sources — proceeds
of bond issue
Appropriations — program operations
Appropriations — general administration
Appropriations — capital outlays
Appropriations — other financing uses —
operating transfers out to special assessment fund
Unreserved undesignated fund balance

Cr.

$ 220,000

80,000
100,000
200,000

$360,000
120,000
80,000
20,000
20,000

Encumbrances — prior year
Appropriations — prior year

12,000
12,000

2. Taxes receivable — current
Estimated uncollectible taxes — current
Revenues — taxes

230,000

3. Encumbrances — current year
Fund balance reserved for encumbrances

316,000

9,200
220,800
316,000

4. Unreserved undesignated fund balance
Fund balance designated for capital outlays

20,000
20,000

5. Cash
Taxes receivable — delinquent
Taxes receivable — current
Expenditures — capital outlays
Revenues — fines, forfeits, and penalties
Revenues — miscellaneous
Other financing sources — proceeds of bond issue
Unreserved undesignated fund balance

664,000

6. Fund balance reserved for encumbrances
Encumbrances — prior year
Encumbrances — current year

302,000

Expenditures — program operations
Expenditures — general administration
Expenditures — capital outlays
Vouchers payable

166,000
80,000
62,000

38,000
226,000
4,000
88,000
90,000
200,000
18,000
12,000
290,000

308,000
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Answer 4 (continued)

188,000
38,000
18,000

7. Expenditures — program operations
Expenditures — general administration
Expenditures — capital outlays
Other financing uses — operating transfer out to
special assessment fund
Vouchers payable
Due to special assessment fund

20,000

244,000
20,000

8. Taxes receivable — current
Deferred revenue — taxes

$

2,000
$

2,000

3,200

Estimated uncollectible taxes — current
Revenues — taxes

3,200
580,000

9. Vouchers payable
Cash

580,000
6,000

10. Fund balance reserved for stores inventory
Stores inventory — program operations

6,000
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Answer 5 (10 points)

a.

Poe Corp.
Boston Plant
COMPUTATION OF NUMBER OF UNITS OF
XOFF REQUIRED TO COVER FIXED FACTORY OVERHEAD AND
FIXED REGIONAL PROMOTIONAL COSTS

Sales
Variable factory costs
Direct material
Direct labor
Factory overhead
Total variable costs
Contribution margin

Total (000 omitted)
$2,200

Per Unit
$20

550
660
440
1,650
$ 550

5
6
4
15
$ 5

Units required to cover fixed factory overhead and fixed regional promotional costs:
($700,000 + $100,000)
$5

160,000 units of Xoff

b.
1.

Poe Corp.
SCHEDULE OF BUDGETED CONTRIBUTION MARGIN
AND OPERATING INCOME IF BOSTON OPERATIONS ARE EXPANDED (PLAN A)
For the Year Ending December 31, 1985

Sales
Variable factory costs
Direct material
Direct labor
Factory overhead
Total variable costs
Contribution margin
Fixed costs
Factory overhead
Regional promotional
Total fixed costs
Plant operating income (loss)
Allocated home office costs
Operating income (loss)

*$3,400
$7,400

X

Total
$7,400

(000 omitted)
Boston
$3,400

Chicago
$4,000

1,850
2,020
1,380
5,250
2,150

850
1,020
680
2,550
850

1,000
1,000
700
2,700
1,300

1,600
320
1,920
230
310
$ ( 80)

700
220
920
( 70)
142*
$ (212)

900
100
1,000
300
168**
$ 132

**$4,000
$7,400

$310 = $142
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X

$310 = $168
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Answer 5 (continued)

2.

Poe Corp.
SCHEDULE OF BUDGETED CONTRIBUTION MARGIN
AND OPERATING INCOME IF BOSTON PLANT IS CLOSED
AND CHICAGO OPERATIONS ARE EXPANDED (PLAN B)
For the Year Ending December 31, 1985
Chicago Operations (000 omitted)

Sales
Variable factory costs
Direct material
Direct labor
Factory overhead
Total variable costs
Contribution margin
Fixed costs
Factory overhead
Regional promotional
Total fixed costs
Plant operating income
Allocated home office costs
Operating income

3.

$ 6,200

1,550
1,550
1,085
4,185
2,015
950
200

1,150
865
310
$ 555

Poe Corp.
SCHEDULE OF BUDGETED CONTRIBUTION MARGIN
AND OPERATING INCOME IF BOSTON PLANT IS CLOSED
AND ROYALTY AGREEMENT IS CONTRACTED (PLAN C)
For the Year Ending December 31, 1985
Total

Revenues
Sales
Royalties
Total revenues
Variable factory costs
Direct material
Direct labor
Factory overhead
Total variable costs
Contribution margin
Fixed costs
Factory overhead
Regional promotional
Total fixed costs
Plant operating income and royalty
Allocated home office costs
Operating income (loss)

$4,000
275
4,275

Royalties (000 omitted)
Boston

Chicago
$4,000

$275
275

4,000

1,000

1,000
1,000

700
2,700
1,575

700
2,700
1,300

1,000

275

950

50

200

100

1,150
425
310
$ 115

150
125
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$125

900
100
1,000

300
310
$

( 10)

AUDITING
November 8, 1984; 8:30 A.M. to 12:00 M.

Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

d
c
d
b
b
b
c
c
c
d

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
a
a
b
d
d
a
c
a
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
c
a
a
d
b
b
a
c
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
a
d
a
a
c
b
d
a
b

d
b
a
b
d
d
c
c
d
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
d
c
d
b
b
c
a
b
c

The scores for the multiple choice questions were determined in accordance with the following scales:

Correct
Score

0
0

1

3
8

4

6

2
7

Correct
Score

21
26

22
27

23
28

24

Correct
Score

41
46

42
47

43
48

5
10

6
11

7

8

9

10

11

12

12

13

14

15

16

29

25
30

26
31

27
32

28
33

29
34

30
35

44
49

45
50

46
51

47
52

48
53

49
54

50
55

9
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14

15

16

17

18

17

13
18

19

20

21

22

31
36

32
37

33
38

34
39

35
40

36
41

51
56

52
57

53
58

54
59

55
60

56
60

20

23

19
24

37
42

38
43

39
44

40
45

57
60

58
60

59
60

60
60

25
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Answer 2 (10 points)

Answer 3 (10 points)

Substantive audit procedures that Pierce should use
in examining Mayfair’s mobile construction equipment
and related depreciation would include the following:

The auditor’s internal control questionnaire should
include the following additional questions:
•

Determine that the equipment account is properly
footed.
Determine that the subsidiary accounts agree with
controlling accounts.
Obtain, or prepare, an analysis of changes in the
account during the year.
Determine that beginning-of-year balances agree
with the prior year’s ending balances.
Inspect documents in support of additions during
the year.
Inspect documents in support of retirements dur
ing the year.
Analyze repairs and maintenance for possible
reclassifications.
Determine the propriety of accounting for equip
ment not in current use.
Test the accuracy of equipment and accounting
records by —
•
•

•
•
•

Does access to the bank safe deposit vault require
the signature or presence of two designated
persons?
Are all individuals who have access to marketable
securities bonded?
Are those who have access to the securities denied
access to the accounting records?
Does the accounting department keep detailed
records of —
•
•
•
•
•

Purchases and sales?
Securities (including number
owned?
Stock certificate numbers?
Dividend income?
Gains and losses?

of

shares)

Are all securities registered in the name of the
company?
Are all securities periodically inspected?
Is the inspection performed on a surprise basis?
Is the physical inventory of securities reconciled
with the accounting records?
Are all purchases and sales of securities executed
by the treasurer within the directives of the invest
ment committee?
Is the amount of dividends received on individual
investments periodically reconciled to published
public records?
Does the investment committee periodically re
view compliance with its established policy?

Selecting items from the accounting records
and verifying their physical existence.
Selecting items of equipment and locating
them in the accounting records.

Evaluate the reasonableness of estimated lives and
methods of depreciation used.
Test the calculation of depreciation expense and
accumulated depreciation balance.
Perform analytical review procedures such as
comparing depreciation expense to balance sheet
accounts for proper relationship and comparing
the current year’s depreciation expense with prior
year’s depreciation expense.
Evaluate the financial statement presentation and
disclosures for conformity with generally accepted
accounting principles.
Review insurance coverage.
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Auditing
During the year, Devon changed its method of
valuing inventory from the first-in, first-out method to
the last-in, first-out method. This change was made
because management believes LIFO more clearly
reflects net income by providing a closer matching of
current costs and current revenues. The change had the
effect of reducing inventory at December 31, 1983, by
$65,000, and net income and earnings per share by
$38,000 and $.38, respectively, for the year then ended.
The effect of the change on prior years was immaterial;
accordingly, there was no cumulative effect of the
change.
The company has excluded from property and debt
in the accompanying balance sheet certain lease obliga
tions, which, in our opinion, should be capital
ized in order to conform with generally accepted ac
counting principles. If these lease obligations were
capitalized, assets would be increased by $312,000 and
liabilities by $387,000, and retained earnings would be
decreased by $75,000 as of December 31, 1983; net in
come and earnings per share would be decreased by
$75,000 and $.75, respectively, for the year then ended.
In our opinion, except for the effects of not
capitalizing lease obligations, and except for not disclos
ing the change in inventory methods as discussed in the
preceding paragraphs, the financial statements referred
to above present fairly the financial position of Devon
Incorporated as of December 31, 1983, and the results
of its operations and the changes in its financial position
for the year then ended, in conformity with generally ac
cepted accounting principles, applied on a basis consis
tent with that of the preceding year, except for the
change, with which we concur, in the method of valuing
inventory as disclosed in the second preceding para
graph.

Answer 4 (10 points)

Letters “ B” through “ P ” indicate:
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.
O.
P.

Credit Department
Shipping Department
Billing Department
Accounts Receivable Department
File pending availability of merchandise for shipment
Prepare three-part sales invoice
Three-part sales invoice
Record in sales journal
Sales invoice - copy 3 (J and K are interchangeable)
Approved sales order - copy 3
(J and K are interchangeable)
Bill of lading - copy 2
Customer purchase order
Sales order - copy 1
File by customer name or customer number
Accounts receivable ledger

Answer 5 (10 points)
To the Board of Directors of Devon Incorporated:
We have examined the balance sheet of Devon In
corporated as of December 31, 1983, and the related
statements of income, retained earnings, and changes in
financial position for the year then ended. Our examina
tion was made in accordance with generally accepted
auditing standards and, accordingly, included such tests
of the accounting records and such other auditing pro
cedures as we considered necessary in the circumstances.
The financial statements of Devon Incorporated for the
year ended December 31, 1982, were examined by other
auditors whose report dated March 31, 1983, expressed
an unqualified opinion on those statements.

Smith, CPA
February 29, 1984
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Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
b
d
c
b
a
d
b
c
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

c
d
b
a
d
a
c
d
d
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
c
c
d
d
c
b
d
c
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
a
c
c
a
d
b
d
c
c

a
b
b
d
b
c
a
d
b
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
a
d
c
c
c
c
d
a
a

The scores for the multiple choice questions were determined in accordance with the following scales:

1
5

2
6

3
7

4
8

5
9

6
10

7
11

8
12

9
13

10
14

11
15

12
16

13
17

14
18

15
19

16
20

17
21

18
22

19
23

20
24

Correct
Score

21

22

24

26
30

28
32

29

30
34

31
35

32

33
37

34

35

26

25
29

27

25

23
27

38

39

36
40

37
41

38
42

39
43

40
44

Correct

41

42

44

48
52

50
54

51
55

52

53
57

54

55

60

59

58
60

59

58

56
60

57

46

46
50

49

45

45
49

47

Score

43
47

60

60

Correct
Score

0
0

28

48

31

51

33

53
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36

56

60

Business Law
agency tor at least seven months after reaching majority
constituted an implied ratification of the contract. Some
states may construe Beach’s mere failure to disaffirm the
contract within a reasonable time after reaching majority
to be a ratification of the contract. Furthermore, a small
number of states provide that minority is not a defense
where the minor has entered into a business contract.
Beach’s assertion that he is not liable due to Reid’s
violation of the contract clause prohibiting Reid from
competing with Beach is correct because violation of the
non-competition covenant is a material breach of the con
tract. Since the case at issue involves the sale of a business
including its goodwill, the legal validity of a clause pro
hibiting competition by the seller is determined by its
reasonableness regarding the time and geographic area
covered. Each case must be considered on its own facts,
with a determination of what is reasonable under the
particular circumstances. It appears that, according to the
facts of this case, the prohibition against Reid’s operating
a competing travel agency within a one mile radius of
Beach’s travel agency for two years is reasonable.
Abel’s claim that he is not liable to Reid because of
Beach’s fraud in supplying him with false financial
statements is incorrect. Although a creditor has a duty to
disclose to the surety all material facts that would increase
the surety’s risk, the breach of such duty is not a valid
defense of the surety if the creditor lacks knowledge of
such facts. Therefore, unless Abel can show that Reid
knew or had reason to know of the fraud committed by
Beach, Abel will not be relieved of his surety undertaking.
Abel’s claim that he is not liable to Reid because of
Beach’s minority is without merit. Beach’s minority is a
personal defense that in a proper case may be exercised
only at Beach’s option. Therefore, whether Beach has the
power to disaffirm his contract with Reid will have no
effect on Abel’s surety obligations to Reid.
Abel’s assertion that his liability to Reid will be
discharged because of Reid’s failure to comply with the
express contractual promise not to compete with Beach
is correct. Unlike the defense of the principal debtor’s
minority, a material breach of the underlying contract be
tween the principal debtor and creditor may be properly
asserted by the surety. The creditor’s failure to perform
in accordance with the material terms of the underlying
contract without justification will discharge the principal
debtor’s obligation to perform, thereby increasing the risk
of the principal debtor’s non-performance. Thus, the sure
ty will also be discharged from liability due to his own
increased risk of loss on the surety contract. It seems clear
that Reid’s opening of a travel agency across the street
from Beach’s business after only 19 months constituted
a material breach of the sale contract. Therefore, Abel
will be discharged from his surety obligation.

Answer 2 (10 points)

a. If Bean purchases the plant subject to the mortgage,
Fine will remain liable to Muni on the note and the underly
ing mortgage. Thus, Fine will be liable to Muni for any
deficiency that may exist after a foreclosure sale. By
taking the plant subject to the mortgage, Bean avoids
liability for any deficiency. Therefore, Bean’s potential
liability is limited to any equity he may have built up in
the plant.
If Bean assumes the mortgage, Fine will continue to
be liable to Muni despite the agreement permitting Bean
to assume the mortgage. Therefore, any resulting
deficiency from a foreclosure sale will be Fine’s respon
sibility. In addition, since Bean assumed the mortgage,
he would also be held liable to Muni.
The execution of a novation would release Fine from
his liability to Muni on the mortgage and would substitute
Bean in his place. In order to have a valid novation in
volving real property, Muni must agree to it in writing.
b. Fine is incorrect in his assertion that the clause
prohibiting the assignment of the lease is void. A clause
prohibiting the assignment of a lease will not constitute
a disabling restraint sufficient to prevent the free aliena
tion of property and is therefore valid. Fine is bound by
the restrictive clause since he consented to it when enter
ing into the lease.
Fine’s assertion that the prohibition against assign
ment will not affect his right to sublease is correct. In the
absence of a provision in the lease to the contrary, a
tenant has the right to assign the lease or sublet the
premises. A prohibition against either will not be a pro
hibition against both. Therefore, Fine may sublease the
warehouse to Bean despite the clause forbidding the assign
ment of the lease.
Fine’s assertion that he will be released from liability
under the lease upon obtaining Jay’s consent to either
sublet or assign is incorrect. Under a sublease or assign
ment, the original tenant will remain fully liable for the
stipulated rent unless the landlord releases the original
tenant from that obligation. The fact that the landlord
consents to the sublease or assignment will not
automatically relieve the original tenant from his obliga
tion to pay rent. Therefore, any rent due pursuant to the
lease will continue to be Fine’s legal responsibility.
Answer 3 (10 points)
Beach’s minority at the time the contract with Reid
was entered into will not be a valid defense. Despite
Beach’s misrepresentation of his age, the agreement with
Reid was voidable at Beach’s option while Beach was a
minor. However, Beach’s use and operation of the travel
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Bold’s liability to Servco depends on whether Bold
clearly manifested his intent not to be personally bound
on the preincorporation agreements. Such manifestation
of intent can be shown by the express language or acts
of the parties. The facts of the case at hand clearly show
that Bold did not intend to be held personally liable on
the agreements with Servco, since the contracts were ex
ecuted in the name of Wonda, contingent upon adoption
by Wonda, and were based solely on Wonda’s anticipated
credit. Therefore, Bold will not be held liable on the
agreements with Servco.
Furthermore, a preincorporation agreement that is
entered into by a promoter on behalf of a corporation to
be formed and that is intended not to bind the promoter
is not a contract but is merely a revocable offer to be
communicated to the proposed corporation after its for
mation. Thus, under the facts, neither Bold nor Wonda
will enjoy rights or suffer liabilities under the agreement.

Answer 4 (10 points)

a. Yes. In order for a security interest in collateral to
attach, the following three requirements must be met:
1.
The collateral is in the possession of the secured
party pursuant to agreement, or the debtor has signed a
security agreement that contains a description of the col
lateral; 2. value has been given by the secured party; and
3. the debtor has rights in the collateral.
Zen, under the stated facts has fulfilled all three
requirements, thereby creating an enforceable security
interest that has attached to the computer. Since the trans
action involves a purchase money security interest in con
sumer goods—that is, goods used or bought primarily for
personal, family, or household purposes—it is not
necessary for the secured party to file a financing state
ment or take possession of the collateral in order to perfect
its interest. The security interest is perfected when the three
requirements set forth have been fulfilled.

b. Cash dividends may be declared and paid if the
corporation is solvent and payment of the dividends would
not render the corporation insolvent. Furthermore, each
state imposes additional restrictions on what funds are
legally available to pay dividends. One of the more restric
tive tests adopted by many states permits the payment of
dividends only out of unrestricted and unreserved earned
surplus (retained earnings). The Model Business Corpora
tion Act as recently amended prohibits distributions if,
after giving effect to the distribution, the corporation’s
total assets would be less than the sum of its total liabilities.

b. Yes. Generally, a secured party with a perfected
security interest has priority over all subsequent claims
to the same collateral. However, in the case of consumer
goods, where perfection is achieved solely by attachment,
a subsequent buyer will take free of such prior perfected
security interests if he buys without knowledge of the
security interest, for value, for his own personal, family,
or household use and before a financing statement is filed
by the secured party. Since Ralph has complied with those
qualifications, he will take the computer free of Zen’s
perfected security interest.

c. The charge of negligence will fail if the directors can
establish that they acted in good faith, in a manner
reasonably believed to be in the best interests of the cor
poration and with such care as an ordinary prudent per
son in a like position would use under similar circum
stances. Furthermore, under the business judgment rule,
the court will not substitute its judgment for that of the
board of directors as long as the directors acted in good
faith and with due care.
The allegation that the directors failed to exercise due
care by declaring cash dividends to shareholders that ex
ceeded Wonda’s profits and paid-in capital is without
merit. Generally, if a director votes for or assents to the
unlawful payment of dividends, that director will be jointly
and severally liable along with all other directors so voting
or assenting. However, directors will be relieved of liability
if in voting or assenting to the payment of cash dividends
they acted in good faith and in reliance upon informa
tion, opinions, reports, or statements prepared or
presented by an officer or employee of the corporation
whom the directors reasonably believe to be reliable and
competent in the matters presented. Thus, the directors’
reliance on the reports prepared and issued by Wonda’s
vice-president of finance was proper so long as the direc
tors exercised due care, acted in good faith, and acted
without knowledge that would cause reliance on the reports
to be unwarranted. The reason for such a rule is to allow
directors to use their best business judgment without
incurring liability for honest mistakes.

c. Ned. The UCC sales provisions state that any en
trusting of possession of goods to a merchant who deals
in goods of that kind gives such merchant the power to
transfer all rights of the entruster to a buyer in the ordinary
course of business. Furthermore, the entruster, in deliver
ing and acquiescing in the merchant’s retention of posses
sion of the goods, must be the rightful owner in order for
the merchant to acquire the power to transfer complete
ownership and title. Since Sauer’s delivery of the stereo
to Zen constituted an entrusting, Zen acquired the power
to transfer title and ownership to Ned. Thus, upon Ned’s
purchase of the stereo in good faith and without knowledge
of Sauer’s true ownership interests, Ned acquired title to
the stereo.
Answer 5 (10 points)
a. Wonda is not liable to Servco on the preincorpora
tion agreements. A preincorporation agreement made by a
promoter does not bind the corporation even though it
is made in the corporation’s name. The corporation, prior
to its formation, lacks the capacity to enter into contracts
or to employ agents since it is nonexistent. Furthermore,
unless after being formed the corporation adopts or know
ingly accepts the benefits under the contract, it will not
be held liable. Therefore, Wonda’s express rejection of
the preincorporation agreement will allow it to avoid
liability.
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Answer 1 (60 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
d
c
c
b
d
a
a
b
b

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

b
c
d
d
d
a
c
b
a
a

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
c
a
c
a
a
a
d
d
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

c
c
c
d
d
b
a
a
a
b

a
d
c
d
d
b
d
b
b
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

b
d
c
b
d
b
c
b
a
b

The scores for the multiple choice questions were determined in accordance with the following scale:
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41
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0
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earning process, namely, in the year when realization
(sale) takes place.
2. Victoria should account for both the current and
noncurrent marketable equity securities portfolios at the
lower of its aggregate cost or market value, determined
at the balance sheet date. Because of the uncertainty of
recovery, it is conservative to carry both the current and
noncurrent marketable equity securities portfolios at
market value when market value is below cost. The
amount by which the aggregate cost of the portfolio ex
ceeds the market value should be accounted for as a
valuation allowance for both the current and noncur
rent marketable equity securities portfolios.
For the current marketable equity securities portfolio,
the change in the valuation allowance for the year should
be included as a reduction in net income for the year
because the portfolio is a current asset and the probability
of realization of the loss is sufficiently high to justify in
clusion in net income.
For the noncurrent marketable equity securities port
folio, the accumulated change in the valuation allowance
should be included in the equity section of the balance
sheet and shown separately. In the case of noncurrent
marketable equity securities, it is argued that a decline
in market value viewed as temporary should not be
reflected in net income because the probability of realiza
tion is small.

Answer 2 (10 points)

a. Angela should report the estimated loss from the
safety hazard as an expense in the income statement and
a liability in the balance sheet because both of the follow
ing conditions were met:
•
•

It is considered probable that liabilities have been
incurred.
Based on past experience, a reasonable estimate of
the amount of loss can be made.

In addition, Angela should disclose the nature of the
safety hazard in the notes to the financial statements.
b. Angela should not report the estimated loss from the
noninsurable flood risk as an expense in the income state
ment or a liability in the balance sheet because no losses
have occurred since the warehouse has been uninsured
and the asset has not been impaired. Thus, a loss has not
been recognized and a liability does not exist. Further
more, disclosure of the noninsurable risk in the notes to
the financial statements is not required because no losses
have occurred since the warehouse has been uninsured.
Disclosure in the notes to the financial statements is,
however, permitted.
c. The purchase of the movie tickets should be ac
counted for by debiting an asset account—movie tickets
inventory—and crediting cash. An accrual for the
estimated promotion expense and liability should be
accounted for by debiting promotion expense and
crediting an accrued liability for those costs associated
with 60 percent of the coupons issued. The coupons
actually redeemed this year should be accounted for by
debiting the accrued liability and crediting the asset
account—movie tickets inventory—for 40 percent of the
coupons.

b. Victoria should account for the disposition prior to
their maturity of the long-term bonds called by their issuer
by recognizing the difference between the call price and
the net carrying value of the investment as a gain or loss
that should be included in net income for the year because
the earning process has been completed and realization
has taken place.
c. Victoria should report the purchase price of the ad
ditional similar bonds as investment in long-term bonds—
a noncurrent asset—and the two months’ accrued interest
as interest receivable—a current asset. The amount paid
by Victoria for the two months’ interest accrued between
the last interest payment and the date of the purchase
should not be included in the investment in long-term
bonds because Victoria will receive this amount back
when the next interest payment is made by the issuer of
the bonds. As a result, interest income will be ap
propriately recognized for the period from the date of
the purchase to the next interest payment date.

Answer 3 (10 points)
a. 1. For both the current and noncurrent marketable
equity securities portfolios, the difference between the sell
ing price and the cost is a realized gain or loss that should
be included in the net income for the year because a gain
or loss should be recognized at the culmination of the
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Accounting Theory
Answer 4 (10 points)

Answer 5 (10 points)

a. Morgan should recognize the change in depreciation
method by including the cumulative effect of changing
to a new accounting principle in net income of the period
of the change.
The amount of cumulative effect is the difference be
tween (1) the amount of retained earnings at the begin
ning of the period of change and (2) the amount of re
tained earnings that would have been reported at that date
if the new accounting principle had been applied retroac
tively for all prior periods that would have been af
fected. This difference reflects only the direct effects of
the change and the related income tax effect. The amount
of the cumulative effect, net of income taxes, should be
shown as a separate item in the income statement between
the captions “ extraordinary items” and “ net income.”
Pro forma disclosure of the effect of retroactive restate
ment should be shown on the face of the income
statement.
b. The effects of the hailstorm should be reported as
an extraordinary item in the income statement because
it meets both of the criteria for classification as an ex
traordinary item. It is unusual in nature and infrequent
in occurrence, taking into account the environment in
which the entity operates.
c. The classification in the income statement of an
extraordinary item differs from that of an operating item
in the following ways. First, an extraordinary item should
be shown as a separate item in the income statement
below the continuing operations section of the income
statement. Second, an extraordinary item should be
shown net of applicable income taxes. An extraordinary
item is unrelated to Morgan’s normal and ongoing
operations.

a. In the accrual basis of accounting, revenues should
be recognized in the accounting period in which they are
earned and become measurable.
In the modified accrual basis of accounting, revenues
should be recognized in the accounting period in which
they become susceptible to accrual — that is, when they
become both measurable and available to finance expend
itures of the fiscal period. “ Available” means collectible
within the current period or soon enough thereafter to be
used to pay current period liabilities.
b. For the general fund, the modified accrual basis of
accounting should be used because it is a governmental
fund, which is, in essence, an accounting segregation of
financial resources.
For the special revenue fund, the modified accrual
basis of accounting should be used because it is a govern
mental fund, which is, in essence, an accounting segrega
tion of financial resources.
For the enterprise fund, the accrual basis of account
ing should be used because it is a proprietary fund, whose
ongoing organizations or activities are similar to the
organizations or activities found in the private sector; or
Kemp’s governing body has decided that periodic deter
mination of revenues earned, expenses incurred, and/or
net income is appropriate for capital maintenance, public
policy, management control, accountability, or other
purposes.
c. In the general fund, the fixed assets should be
accounted for through the general fixed assets account
group and the unmatured general long-term liabilities
should be accounted for through the general long-term
debt account group.
In the enterprise fund, both the fixed assets and the
long-term liabilities should be accounted for in the enter
prise fund.
d. When preparing the comprehensive annual financial
report (CAFR), the balance sheets of the general fund,
the special revenue fund, and the enterprise fund should
be combined. The CAFR should contain a combined
balance sheet for all fund types and account groups.
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INDEX — QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections o f the CPA
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section has
been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right hand column are designated as follows: The question numbers are followed by a dash
and the page number in this book. The letter M following question numbers indicates a multiple choice item. For example, the
reference 17M-4 means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14.
Note that, in the Accounting Practice section, no distinction has been made between parts I and II.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or Worksheets.
A.
B.
C.
D.
E.
F.
G.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.
H.

III.

Cash ................................................................................
Marketable Securities andInvestments......................... lM-2,2M-2
Receivables and Accruals............................................. 3M-2,4M-2,5M-2
Inventories ....................................................................... 6M-3,7M-3,8M-3
Property, Plant, and Equipment...................................9M-3,10M-3,11M-3,12M-3,13M-4,20M-5
Capitalized Leased Assets............................................. 15M-4,16M-4
Intangibles ...................................................................... 17M-4,58M-11
Prepaid Expenses and DeferredCharges...................... 14M-4,36M-7

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

IV.

Balance Sheet..................................................................4-11,5-12
Income Statement........................................................... 4-11,5-12
Statement of Changes in Financial Position...............
Statement of Owners’ Equity........................................ 5-12
Consolidated Financial Statements orWorksheets.......
Disclosures in Notes to the Financial Statements........
Supplementary Statements.............................................

Payables and Accruals................................................... 21M-5,4-ll
Deferred Revenues......................................................... 22M-5
Deferred Income Tax Liabilities....................................23M-5,4-11
Capitalized Lease Liability.............................................4-11
Bonds Payable................................................................24M-5,4-11
Long-Term Notes Payable.............................................4-11
Contingent Liabilities and Commitments.................... 25M-5

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S tock.......................................26M-6,27M-6
Additional Paid-in C apital.............................................
Retained Earnings and Dividends..................................28M-6,29M-6,32M-7
Treasury Stock and Other Contra Accounts...............
Stock Options, Warrants, and Rights...........................30M-6
Reorganization and Change In E quity.......................... 31M-6,33M-7,35M-7
Partnerships ....................................................................18M-4,34M-7
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Index

Accounting Practice — Content Specification Outline (cont.)

V.

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to GAAP.
A. Sales of Revenues...........................................................38M-8,39M-8,40M-8,41M-8,42M-8,43M-8
47M-9,48M-9
B. Cost of Goods S o ld .......................................................
C. Expenses.......................................................................... 44M-9,45M-9,46M-9,49M-9,51M-10,52M-10
53M-10,54M-10,55M-10,56M-10,4-11
D. Provision for Income T a x .............................................50M-9,59M-11
E. Recurring Versus Nonrecurring Transactions..............19M-4,37M-7
F. Accounting Changes.......................................................60M-11
G. Earnings Per S hare........................................................ 57M-11

VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.

Accounting Policies........................................................
Nonmonetary Transactions............................................3M-15,8M-16
Interim Financial Statements.........................................
Historical Cost, Constant Dollar,Current C o st...........9M-16,10M-16
Loss or Gain Contingencies.......................................... 1M-15,2M-15
Segments and Lines of Business....................................4M-15,5M-15
Long-Term Contracts....................................................
Employee Benefits.........................................................
Analysis of Financial Statements...................................6M-15,7M-15
Development Stage Enterprises.....................................
Personal Financial Statements......................................

VII. Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.
O.
P.
Q.

Nature of Cost Elements................................................ 13M-16,5-25
Job Order Costing.........................................................
Process Costing..............................................................
Standard Costing and Variance Analysis.................... 16M-17,17M-17
Joint Costing..................................................................
By-Product Costing........................................................
Spoilage, Waste, and S crap..........................................
Absorption and Direct Costing.....................................19M-17,20M-17
Transfer Pricing.............................................................
Product Pricing...............................................................
Budgeting and Flexible Budgeting................................ 5-25
Breakeven and Cost-Volume-Profit Analysis..............14M-16,15M-16,5-25
Gross Profit Analysis....................................................
Differential Cost Analysis............................................. 5-25
Capital Budgeting Techniques...................................... 18M-17
Performance Analysis....................................................
Quantitative Techniques................................................ 11M-16,12M-16
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Accounting Practice — Content Specification Outline (cont.)

VIII. Not-for-Profit and Governmental Accounting.
A. Fund Accounting.....................................................
4-23
B. Types of Funds and Fund Accounts.............................4-23
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations........4-23
D. Various Types of Not-for-Profit
and Governmental Organizations..................................4-23
IX.

Federal Taxation — Individuals.
A. Inclusions for Gross Income and Adjusted Gross
Income .............................................................................21M-17,29M-18,30M-19,31M-19,32M-19,33M-19
37M-19
B. Exclusions and Other Deductions (including
adjustments to arrive at Adjusted Gross Income)......
C. Gain or Loss on Property Transactions....................... 35M-19,36M-19,40M-20
D. Deductions from Adjusted GrossIncom e..................22M-18,23M-18,24M-18,25M-18,28M-18
E. Filing Status and Exemptions........................................
F. Tax Determination........................................................ 26M-18
G. Statute of Limitations................................................... 38M-20,39M-20
H. Effect of Gift and Estate Taxation onIndividuals.......27M-18,34M-19

X. Federal Taxation — Corporations and Partnerships.
Corporations
A. Determination of Taxable Income or L o ss.................. 46M-21,47M-21,48M-21,49M-21,51M-21,52M-21
56M-22
B. Tax Determination.......................................................... 59M-22,60M-22
C. Subchapter S Corporations............................................41M-20
D. Personal Holding Companies........................................ 44M-20
E. Accumulated Earnings T a x ............................................ 53M-21
F. Distributions.................................................................... 50M-21
G. Tax-Free Incorporation..................................................
H. Reorganizations............................................................... 58M-22
I. Liquidations and Dissolutions.......................................57M-22
Partnerships
J.
K.
L.
M.
N.
O.
P.
Q.
R.

Formation of Partnership.............................................. 45M-21
Basis of Partner’s Interest............................................. 55M-22
Basis of Property Contributed to Partnership.............
Determination of Partners’ Taxable Incom e............... 54M-22
Accounting Periods of Partnershipand Partners.........
Partner Dealing with Own Partnership........................
Treatment of Liabilities.................................................
Distribution of Partnership Assets................................
Termination of Partnership...........................................42M-20,43M-20
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Auditing — Content Specification Outline
I.

Professional Responsibilities.
A. General Standards and Rules of Conduct................... lM-27,2M-27,37M-30,46M-31,59M-32
B. Control of the A u d it..................................................... 21M-29,55M-32
C. Other Responsibilities.................................................... 3M-27,20M-29,43M-31,45M-31,54M-31

II.

Internal Control.
A.
B.
C.
D.

III.

Definitions and Basic Concepts....................................15M-28
Study and Evaluation of the System............................42M-30,3-32
Cycles ..............................................................................36M-30,44M-31,48M-31,4-33
Other Considerations..................................................... 9M-28,10M-28,16M-28,32M-30,39M-30,57M-32

Audit Evidence and Procedures.
A. Audit Evidence.............................................................. 17M-28,18M-28,24M-29,26M-29,33M-30,35M-30
40M-30,49M-31,56M-32
B. Specific Audit Objectives and Procedures...................23M-29,27M-29,28M-29,3lM-29,47M-31,2-32
C. Other Specific Topics.................................................... 11M-28,13M-28,14M-28,19M-29,29M-29,38M-30

IV.

Reporting.
A. Reporting Standards and Types of R eports................ 5M-27,8M-27,22M-29,25M-29,41M-30,50M-31
51M-31,52M-31,53M-31,58M-32,5-34
B. Other Reporting Considerations................................... 4M-27,6M-27,7M-27,12M-28,30M-29,34M-30
60M-32
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Business Law — Content Specification Outline
I.

The CPA and the Law.
A. Common Law Liability to Clients
and Third Persons.......................................................... lM-36,2M-36,3M-36,6M-36,7M-37
B. Federal Statutory Liability............................................. 4M-36,5M-36,9M-37,10M-37
C. Workpapers, Privileged Communication, and
Confidentiality..................................................................8M-37

II.

Business Organizations.
A. Agency..............................................................................14M-38,I5M-38
B. Partnerships ..................................................................... 11M-37,12M-37,13M-37
C. Corporations .................................................................. 5-45
D. Other Form s....................................................................

III.

Contracts.
A. Nature and Classification of C ontracts........................
B. Offer and Acceptance..................................................... 16M-38,17M-38,18M-38,19M-38
C. Consideration .................................................................
D. Capacity, Legality, andPublic Policy............................20M-38,3-44
E. Other Defenses................................................................ 21M-39,22M-39,3-44
F. Parol Evidence R u le....................................................... 23M-39
G. Third Party R ights..........................................................25M-39
H. Assignments ....................................................................
I. Discharge, Breach, and Remedies............................... 24M-39,3-44

IV.

Debtor-Creditor Relationships and Consumer Protection.
A. Bankruptcy ...................................................................... 26M-39,27M-39,28M-40
B. Suretyship ........................................................................3-44
C. Bulk Transfers................................................................ 29M-40,30M-40
D. Federal Consumer Protection Legislation....................

V.

Government Regulation of Business.
A. Administrative L aw ........................................................36M-40
B. Antitrust L aw .................................................................31M-40,32M-40,33M-40,34M-40,35M-40
C. Regulation of Employment........................................... 37M-40,38M-41,39M-41,40M-41
D. Federal Securities A cts...................................................41M-41,42M-41,43M-41,44M-41,45M-41

VI.

Uniform Commercial Code.
A. Commercial P a p e r......................................................... 46M-41,47M-42,48M-42,49M-42,50M-42
51M-42,52M-42
B. Documents of Title andInvestment Securities..............
C. Sales .................................................................................53M-42,54M-43,55M-43,56M-43,4-45
D. Secured Transactions..................................................... 57M-43,58M-43,59M-43,60M-43,4-45

VII.

Property, Estates and Trusts.
A. Real and Personal Property..........................................2-44
B. Mortgages ........................................................................2-44
C. Administration of Estates and T rusts...........................
D. Fire and Casualty Insurance..........................................
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Index
Accounting Theory — Content Specification Outline

I.

General Concepts, Principles, Terminology, Environment,
and Other Professional Standards.
A.
B.
C.
D.
E.
F.

Authority of Pronouncements......................................
Departures from G A A P ................................................
Conceptual Framework.................................................lM-47,2M-47
Basic Concepts and AccountingPrinciples...................3M-47,4M-47,2-52,3-53,4-53
Nonmonetary Transactions Concepts...........................
Working Capital — Current Assets and Current
Liabilities (terminology).................................................
G. Comparative Financial Statements................................
H. Consolidated Financial Statements..............................5M-47
I. Historical Cost, Constant Dollar, Current Cost, and
Other Accounting Concepts......................................... 6M-47,7M-47
II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.
H.

III.

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

IV.

Cash ................................................................................
Marketable Securities and Investments........................ 3-53
Receivables and Accruals............................................. 8M-47,9M-47
Inventories ..................................................................... 10M-48,11M-48,12M-48
Property, Plant and Equipment...................................13M-48,14M-48,15M-48
Capitalized Leased Assets............................................. 16M-48,17M-48
Intangibles ...................................................................... 18M-48
Prepaid Expenses and Deferred Charges.....................19M-48

Payables and Accruals.................................................. 20M-48,21M-49
Deferred Revenues.........................................................
Deferred Income Tax Liabilities....................................
Capitalized Lease Liability............................................22M-49
Bonds Payable...............................................................23M-49,24M-49,25M-49,26M-49
Long-Term Notes Payable.............................................
Contingent Liabilities and Commitments....................2-52

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S tock......................................
Additional Paid-in C apital............................................27M-49
Retained Earnings and Dividends................................ 28M-49
Treasury Stock and Other Contra Accounts............... 29M-49
Stock Options, Warrants, and R ights..........................30M-49
Reorganization and Change in Equity........................ 31M-50
Partnerships ....................................................................
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Index
Accounting Theory — Content Specification Outline (cont.)

V.

Measurement and Presentation of Income and Expense Items, Their Relationship to
Matching and Periodicity, and Their Relationship to GAAP.
A.
B.
C.
D.
E.
F.
G.

VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

VII.

Sales or Revenues.......................................................... 32M-50,33M-50,3-53
Cost of Goods S o ld .......................................................
Expenses..........................................................................34M-50,35M-50,2-52
Provision for Income T a x ............................................ 36M-50
Recurring Versus Nonrecurring Transactions............. 4-53
Accounting Changes...................................................... 4-53
Earnings Per S hare....................................................... 37M-50

Statement of Changes in Financial Position...............38M-50,39M-50
Accounting Policies........................................................
Accounting Changes....................................................... 40M-50,4-53
Business Combinations.................................................. 41M-51
Interim Financial Statements........................................ 42M-51
Loss or Gain Contingencies..........................................
Segments and Lines of Business....................................
Long-Term C ontracts.....................................................43M-51
Employee Benefits..........................................................44M-51
Analysis of Financial Statements...................................45M-51
Development Stage Enterprises.....................................
Personal Financial Statements......................................

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.
O.
P.
Q.

Nature of Cost Elements............................................... 46M-51,47M-51,48M-51
Job Order Costing.........................................................
Process Costing.............................................................. 49M-51
Standard Costing and Variance Analysis....................50M-51,51M-51
Joint Costing................................................................... 52M-51
By-Product Costing........................................................
Spoilage, Waste, and Scrap..........................................
Absorption and Direct Costing......................................53M-52
Transfer Pricing.............................................................
Product Pricing...............................................................
Budgeting and Flexible Budgeting................................ 54M-52
Breakeven and Cost-Volume-Profit Analysis............. 55M-52,56M-52
Gross Profit Analysis....................................................
Differential Cost Analysis.............................................
Capital Budgeting Techniques......................................57M-52,59M-52
Performance Analysis.....................................................60M-52
Quantitative Techniques................................................. 58M-52

VIII. Not-for-Profit and Governmental Accounting.
A.
B.
C.
D.

Conceptual Framework.................................................. 5-54
Fund Accounting............................................................
Types of Funds and Fund Accounts.............................5-54
Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations........5-54
E. Various Types of Not-For-Profit and
Governmental Organizations.........................................
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CPA EXAMINATION QUESTIONS AN D UNOFFICIAL ANSWERS INDEXED TO
CONTENT SPECIFICATION OUTLINES 1980-1984
This four-volume series of study aids offers today’s CPA
candidate an extremely effective way to prepare for the
CPA examination. The series covers the ten examinations
that were given from May 1980 through November 1984.
Each volume deals with a major section of the ex
amination — Accounting Practice . . . Accounting
Theory . . . Auditing . . . Business Law — and includes
questions and unofficial answers for virtually all of the
multiple choice items, problems, and essays.
To facilitate study and review, the material in each
book has been organized and indexed by area and group
in accordance with its content specification outline.
The questions were selected by the staff of the
AICPA Examinations Division on the basis of current
value and pertinence. The unofficial answers were
prepared by the staff and reviewed by the AICPA Board
of Examiners. Candidates need not study outdated
material. All examination questions containing materials
that have been superseded by new accounting or auditing
pronouncements or income tax changes have been deleted.
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